CHINA’S CAPITAL REQUIREMENTS AND U.S.
CAPITAL MARKETS

THURSDAY, DECEMBER 6, 2001

U.S.-CHINA SECURITY REVIEW COMMISSION,
Washington, DC.

The Commission met at 9:00 a.m., in Room 124, Dirksen Senate
Office Building, Washington, D.C., C. Richard D’Amato (Chair-
man), Roger W. Robinson, Jr., and Michael R. Wessel (Hearing Co-
Chairs), presiding.

OPENING REMARKS OF CHAIRMAN C. RICHARD D’AMATO

Chairman D’AMATO. The hearing will come to order.

Today the U.S.-China Commission will hold its first hearing ex-
amining China’s growing capital requirements and the role of the
U.S. capital markets in addressing those needs.

The Commission was created by Congress to take a comprehen-
sive look at our economic relationship with China and its implica-
tions on U.S. national security interests. Part of the Commission’s
mandate directs us to look at the effects, if any, on the national se-
curity interests of the U.S. from the use by the People’s Republic
of China of financial transactions, capital flows, and currency ma-
nipulation.

As you will hear today, China has significant long-term capital
requirements that will need to be addressed in the coming years.
To date, China has raised significant capital to meet those needs
through debt and equity offerings in the U.S. capital markets, and
this trend may continue in the future.

It is important that the Commission study the implications of
this activity and how it fits into the overall U.S.-China relation-
ship. In addition, Chinese companies raising money in the U.S.
capital markets may raise more direct security concerns to the ex-
tent they are connected to the Chinese military-industrial complex.

Tomorrow the Commission will hold a hearing on China budget
issues and the role of the PLA, or People’s Liberation Army, in the
economy. Together, our two hearings this week will help move the
Commission forward in its examination of the security implications
of the U.S.-China economic relationship.

For the interest of those in the room, on the back table is a docu-
ment entitled “Recommendations for the Consideration of the U.S.-
China Commission Regarding Capital Markets Transparency and
Security.” These recommendations were provided by Mr. Adam
Pener of the William J. Casey Institute and are an outgrowth of
the larger study funded by this Commission last spring by Mr.
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Pener, examining China’s broad funding requirements and prac-
tices and its presence in the U.S. debt and equity markets.

The Commission is not endorsing any of these recommendations
but will take them into consideration as well as the results of to-
day’s hearing in its report to the Congress next June. These rec-
ommendations as well as the original study by Mr. Pener are on
the Commission’s website for public information.

We have a distinguished group of panelists today that should
provide the Commission with a broad perspective on the capital
markets issue at hand.

I am particularly honored that Senator Thompson, who has been
a leader in the Congress on this issue, calling for a closer examina-
tion of U.S. economic relations, is with us today. Of particular rel-
evance to today’s hearing, he sponsored legislation last year that
would have barred Chinese and other countries found to be in-
volved in weapons proliferation from the U.S. capital markets, and
would have required the Securities and Exchange Commission to
be notified of and disclose to investors information about a com-
pany’s proliferation activities. More recently, he has tasked the
General Accounting Office with investigating Chinese companies’
activities in the U.S. capital markets.

The Commission looks forward to Senator Thompson’s insights
into the potential connection between Chinese involvement in U.S.
capital markets and national security.

It is unfortunate and I regret that the Securities and Exchange
Commission is not appearing at today’s hearing. As the principal
regulatory body in the U.S. Government on this groundbreaking
new policy issue, the Commission’s Chairman chose not to appear
today despite our request. We expect, however, that the Commis-
sion will respond, and the SEC has agreed to respond in writing,
to issues raised in today’s hearing. Its responses will be posted on
our website for public information when they are received.

I will turn the gavel over to our two Commissioners who orga-
nized this hearing, Commissioner Robinson, who has been deeply
involved and is a leader not only in the United States but in the
West on this cutting issue, and Commissioner Wessel.

In conclusion, however, I would also like to say that the mate-
rials prepared by the staff in preparation for this hearing were un-
usually good; I commend them to all Commissioners. They were
just superb, and I commend the staff for their work in preparation
for this hearing.

I would like to turn it over now to Commissioner Robinson.

[The statement follows:]

PREPARED STATEMENT OF CHAIRMAN C. RICHARD D’AMATO

Today the Commission will hold its first hearing examining China’s growing cap-
ital requirements and the role of the U.S. capital markets in addressing these needs.

The Commission was created by Congress to take a comprehensive look at our
economic relationship with China and the implications of this relationship on U.S.
national security interests. Part of the Commission mandate directs us to look at
“the effects, if any, on the national security interests of the United States of the use
by the People’s Republic of China of financial transactions and capital flow and cur-
rency manipulations.” As we will hear today, China has significant long-term capital
requirements that will need to be addressed in the coming years. To date, China
has raised significant capital to meet these needs through debt and equity offerings
in the U.S. capital markets, and this trend may continue in the future. It is impor-
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tant that the Commission study the implications of this activity and how it fits into
the overall U.S.-China relationship. In addition, Chinese companies raising money
in the U.S. capital markets may raise more direct security concerns to the extent
they are connected to China’s military-industrial complex.

Tomorrow, the Commission will hold a hearing on Chinese budget issues and the
role of the People’s Liberation Army in the economy. Together, our two hearings this
week will help move the Commission forward in its examination of the security im-
plications of the U.S.-China economic relationship.

We have a distinguished group of panelists today that should provide the Com-
mission with broad perspectives on the capital market issues at hand. I am particu-
larly honored that Senator Fred Thompson will be kicking off today’s hearing. Sen-
ator Thompson has been a leader in the Congress in calling for a closer examination
of U.S.-China economic relations. Of particular relevance to today’s hearing, he
sponsored legislation last year that would have authorized the President to bar Chi-
nese and other companies found to be involved in weapons proliferation from the
U.S. capital markets and would have required that the Securities and Exchange
Commission (SEC) be notified of, and disclose to investors, information about a com-
pany’s proliferation activities. More recently, he tasked the General Accounting Of-
fice (GAO) with investigating Chinese companies’ activities in the U.S. capital mar-
kets. The Commission looks forward to Senator Thompson’s insights into the poten-
tial interconnection between China’s involvement in the U.S. capital markets and
national security.

Following Senator Thompson’s opening remarks, I will turn the gavel over to to-
day’s hearing co-chairs, Commissioners Robinson and Wessel. Commissioner Robin-
son will chair the morning sessions of the hearing, with Commissioner Wessel
chairing the afternoon panels.

Before we begin, I would also like to note that earlier in the year we commis-
sioned a report from Adam Pener, Senior Analyst at the William J. Casey Institute
of the Center for Security Policy, entitled “Capital Markets Transparency and Secu-
rity: The Nexus Between U.S.-China Security Relations and America’s Capital Mar-
kets.” The report is posted on our website at www.uscc.gov. The report included a
series of recommended actions that could be undertaken by the Commission and the
federal government. These recommendations were not included in the version of the
report posted on our website and have not been endorsed by the Commission. None-
theless, I believe they serve as worthwhile discussion points and therefore we have
forwarded them to the participants on today’s panels and will place copies for public
distribution on the table in the back of the room.

I look forward to the testimony in what should be an enlightening hearing.

OPENING REMARKS OF CO-CHAIRMAN ROGER W. ROBINSON, JR.

Co-Chairman ROBINSON. As time is tight, Senator, and we are
most anxious to hear from you and are very grateful for your pres-
ence, I would merely like to add my thanks to Senator Thompson
for his participation in today’s hearing. He has been a leading voice
in the Congress on capital markets issues, those before the Com-
mission today as well as Chinese proliferation of weapons of mass
destruction, ballistic missile delivery systems, and related security
issues. His presence here today I think underscores the importance
of this emerging portfolio of financial issues to America’s national
security as well as to the due diligence assessments, investment
policies, and corporate governance of market players and partici-
pants.

So, without further comment, I turn the floor over to you, Sen-
ator, with our thanks.

[The statement follows:]

PREPARED STATEMENT OF CO-CHAIRMAN ROGER W. ROBINSON, JR.

Thank you, Mr. Chairman.

I am pleased to be co-chairing today’s hearing on China’s capital requirements
and U.S. capital markets, an aspect of the U.S.-China relationship that I believe is
vitally important to our Commission mandate.

To begin, I would like to add my thanks to Sen. Thompson for his participation
in today’s hearing. He has been a leading voice in the Congress on the capital mar-
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kets issues before the Commission today, as well as on Chinese proliferation of
weapons of mass destruction and related security issues. His presence here today
underscores the importance of this emerging portfolio of issues to America’s national
security as well as to the “due diligence” assessments, investment policies and cor-
porate governance of market players and participants.

China is establishing an ever-more important presence in the U.S. capital mar-
kets, raising multi-billion dollar sums through both debt and equity offerings. The
importance of the U.S. capital markets as a source of capital to finance China’s eco-
nomic growth as well as the nature of the Chinese entities listing on U.S. markets
are important subjects for this Commission’s deliberations. Our Commission needs
to continue to assess the national security implications of China’s fund-raising in
the U.S. capital markets, whether proper, disclosure-oriented regulations are in
place to monitor this activity, and whether U.S. investors are adequately informed
about the identity of Chinese companies in our markets and the nature of their
overseas operations (as well as those of their parent and subsidiary companies).

Today’s distinguished gathering marks the first time that the Congress—either di-
rectly or through a Congressional commission—has held a public hearing to examine
the important nexus between U.S. capital markets and national security.

Our hearing today will present various perspectives on this 21st century issue
area. During the morning session, which I will chair, the Commission will be pro-
vided an overview of China’s long-term capital needs and the role the U.S. debt and
equity markets have played—and are likely to play in the future—in addressing
these needs. On this panel are four distinguished experts: Professor Warren Bailey
of Cornell University, Dr. Nicholas Lardy of The Brookings Institution, Thomas
Byrne, a Vice President and Senior Analyst on China from Moody’s, and Stephen
Harner, a financial consultant from Shanghai with extensive government and bank-
ing experience in both China and Japan. James Dorn, a scholar from the Cato Insti-
tute, will also address the issues being discussed by this group, but will appear on
the final panel this afternoon.

During the afternoon session, which will be chaired by my esteemed colleague
Commissioner Wessel, the Commission will hear from the Wall Street community,
organized labor and representatives of large pension funds. Their testimony will
help provide the Commission with the perspectives of those who bring Chinese debt
and equity offerings to the U.S. markets as well as those who may invest in them.

Regrettably, the Commission will not hear from a representative of the U.S.
Treasury Department, the Securities and Exchange Commission (SEC), or the De-
partment of State. The Commission extended an invitation to these agencies in the
hope of gaining the benefit of their views on the current regulatory requirements
applicable to foreign registrants in the U.S. capital markets as well as the extent
to which the United States Government is monitoring foreign registrant activity for
possible national security abuses and concerns. The Commission was privileged to
discuss these issues in a closed session with Treasury Undersecretary John Taylor
in October. The Commission plans to continue its dialogue with Treasury, State, and
the SEC and will submit questions to the SEC and the other agencies as deemed
appropriate.

Co-Chairman ROBINSON. I am now pleased to welcome Senator
Fred Thompson.

STATEMENT OF FRED THOMPSON, U.S. SENATOR FROM THE STATE OF
TENNESSEE

Senator THOMPSON. Thank you, Mr. Chairman.

I appreciate the invitation to be here with you very much. You
are doing extremely important work.

Although I guess the United States’ relationship with China is
off the front pages right now, it clearly will not remain there. It
still remains the most important bilateral relationship to us, in my
opinion, and will be that way for a long period of time, and the
issue that you are dealing with here today is a part of an overall
mosaic that I think is extremely important to deal with.

I have a prepared statement and will submit that for the record,
if I may, and will talk a little more extemporaneously.

In the first place, with regard to the gentlemen who were just
here, I would note that, as you know, we have asked the General
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Accounting Office to prepare a report on this very issue. I have re-
ceived a classified briefing from the GAO with regard to their
progress. I would suggest that the Commissioners withhold any
judgment with regard to some of these questions that were posed
to these gentlemen who were here until you hear that report. They
have not made much progress, frankly, since 9/11, for understand-
able reasons, I think, in terms of getting people’s attention and get-
ting information that they need; but they will, and I think it will
be a good report, and I think it will be something that you need
to hear. So in this open setting, I'll just leave it at that.

I think that as never before, this country is now aware of the
threats that face us and have faced us. It certainly didn’t start with
September 11. We have known for a long, long time. We have had
innumerable hearings pointing toward the fact that the country is
vulnerable from a number of sources. There are many threats out
there; 9/11 was a manifestation of one of them, one of the lower-
tech types of threats, I guess you might say, but we still have with
us what we have always had with us, or had for a long time, and
that is threats from other weapons of mass destruction, including
missile threats, biological, chemical, as well as cyber threats and
others.

Not only are there many threats, there are many sources of those
threats. We are all receiving PhD’s now with regard to the fact that
there are cells of people around the world in scores of countries
who are marrying the most backward radical thinking with the
most modern technology and destructive capability that the world
has ever known and coming up with something that poses a tre-
mendous threat to the security of this Nation.

We also know and have known for some time that there are
states out there, rogue nations, nations of concern, that are devel-
oping their own weapons of mass destruction. Nothing has changed
since 9/11. It has been going on for a long time; it has been build-
ing and continues to build. One of the things of most concern is
that we really don’t know to what extent nations are developing
weapons of mass destruction. The Rumsfeld Commission gave us
an insight, and the insight we got from them was disturbing, to say
the least. So that proceeds apace with regard to various types of
weapons of mass destruction by certain nation states, some of
which can’t even feed their own people, but they can develop weap-
ons of mass destruction.

Another piece to that puzzle, of course, is the fact that we know
that there are supplier nations, nations that on a regular basis
supply people, technology, missiles, missile capability, and in some
cases, missile factories, the ability probably to produce fissile mate-
rials and things of that nature. And we know that, according to the
Biennial Report of our intelligence community, China remains the
leading supplier of weapons of mass destruction around the world
in terms of other nations.

Our response to what happened on September 11, of course, has
been dramatic. I think we are demonstrating once again the capa-
bility of taking tremendous destructive capability from the middle
of Missouri and bringing it to the middle of a place like Afghani-
stan and what that can do. But the President has also taken addi-
tional action with regard to cutting off the money supply of terror-
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ists, including freezing of assets and blocking U.S. transactions
with terrorists; it blocks any U.S. transactions with any person or
institution associated with terrorists or terrorist organizations. The
President is also working with our allies to cut off funding to ter-
rorists worldwide. So the President has clamped down on the bank-
ing community worldwide with regard to transactions dealing with
these terrorist organizations.

So the issue that it looks to me like we are confronted with here
today is, under these circumstances, what should we do with re-
gard to, in many cases, state-owned or state-controlled entities—
and specifically, this Commission is dealing with the issue of
China— state-controlled Chinese entities who are raising billions of
dollars in our market. These entities may be engaged in prolifera-
tion activities, and should we be concerned about the fact that we
don’t know whether they are or not in many cases. Should we be
concerned that we don’t know what they are doing with their
money in many cases as the Chinese military continues to build
and continues to use the United States as their enemy in their war
games? Should we be concerned about that, and should we do any-
thing about that?

I think the answer is yes. I think it would be consistent with and
an important part of our approach to terrorism and weapons of
mass destruction and the broader category of things that are inim-
ical to the interests of the United States of America. I think we
have got to started thinking somewhat differently than we have in
times past. We have been asleep at the switch in many respects.
It is not just our intelligence community, it is all of us—it is the
people on Capitol Hill, it is the people in the news media, it is the
people in the Executive Branch of Government. We are rapidly
catching up now, and I think we are on the right track, but it is
remarkable how much we have to learn and the things that have
to happen in order to really get our attention in a time of peace
and prosperity.

When I think about the entities, companies, in our markets, I am
reminded of the fact that even with regard to the Export Adminis-
tration Act debate that we have had, we place some restrictions
with regard to the exporting of dual-use technology, for example,
to China; we place restrictions certainly with regard to weapons
and things of that nature; we debate as to what extent we should
regulate, in effect, many of those. But we have that scheme there,
and it is designed to exercise some control. But these same entities
that we are dealing with can come into our capital markets, no
questions asked, and raise any amount of money for any purpose.
It seems to me to be incongruous—companies that, as far as I
know, could even be under United States Government sanctions at
the time.

I was first made aware of this concern when I started reading
reports of other commissions that had looked into the broad pro-
liferation area, and as they were assessing and looking at things
that were of concern to them and making suggestions as to what
we might do to address this growing proliferation problem substan-
tially before 9/11. The Deutsch Commission, for example, raised the
issue of proliferators using our capital markets, and they said, “It
is clear that the United States is not making optimal use of its eco-
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nomic leverage in combatting proliferators. Access to U.S. capital
markets is among the wide range of economic levers that could be
used as carrots or sticks as part of an overall strategy to combat
proliferation.”

The Deutsch Commission also concluded that there was a need
for enhanced transparency: “Because there is currently no national
security-based review of entities seeking to gain access to our cap-
ital markets, investors are unlikely to know that they may be as-
sisting in the proliferation of weapons of mass destruction by pro-
viding funds to known proliferators.”

The Cox Commission addressed the issue of China’s investment
in U.S. capital markets. It concluded, unanimously, that “Increas-
ingly, the PRC is using the U.S. capital market as a source of cen-
tral government funding for military and commercial development
and as a means of cloaking technology acquisition by its front com-
panies.”

So, Mr. Chairman, it’s not a matter of trying to be anti-China or
not. I support trade with China. I support their, China’s, entry into
the WTO. I hope for the best. There is some reason for optimism—
that’s a big, big subject—but there is also some reason for caution
as we look at what is going on. And although I think that my
record is pretty good in terms of capitalism and free markets and
open access and free trade and all those other things, I must say
that I am somewhat surprised sometimes at my compatriots who
see no distinction with regard to any of these issues when it comes
to matters of national security.

I think we have to take a look, as I say, anew at the way we look
at these matters. No one wants to do harm to our capital markets.
I don’t know what the result would be, quite frankly. If it is that
big an issue with regard to Wall Street, that just means that it’s
a bigger issue that this Commission ought to be looking at and con-
sidering seriously.

Questions are raised—will it do any good, placing some restric-
tions on access? Frankly, politically, as I sit here, I don’t see how,
with the forces that are aligned on the other side, we can get past
disclosure, for example. The opponents don’t even want disclosure,
but I think that that is a minimum that we should be looking at.
The Deutsch Commission suggested that we go past that. They
thought it would do some good. Will it solve the problem of pro-
liferation? Of course not. Will the banking restrictions the Presi-
dent is enforcing stop terrorism? Of course not. Will it even stop
the funding of Al Qaeda? I doubt it. But it is a part of something
that ought to be done, and it is the right thing to do.

Does stopping me at the airport, causing me to miss my plane
while I'm holding my arms out and they’re giving me the once- or
twice-over and going through my bags twice before I get onto the
airplane, going to stop terrorism? I doubt it. But they are doing
what is necessary. They are doing what is necessary. It is a part
of the overall situation that we are dealing with here now in this
country.

It is pointed out that we have the most open markets in the
world, and it has served us well. That is absolutely correct—but we
have the most open borders in the world, too. Are we not reas-
sessing that? Some people want to close the borders now, and that,
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of course, is ridiculous. But are we not reassessing that? We have
the most open ports in the world. I am 30 minutes late for a hear-
ing where I am ranking Member on Governmental Affairs, and we
are getting an assessment today on the vulnerability of our port
system. It is scary, scary stuff. People bring an item into Cali-
fornia, and it is not checked until it gets to Tennessee.

Are we not having to take another look at things that we have
really known all along, but now, don’t the American people really
require us to take another look at some of these things and see if
we can’t place some reasonable requirements that may only play a
small part in the overall fight against terrorism or weapons of
mass destruction that we are confronted with now?

Some people say, well, traditionally, we only require disclosure of
things that represent things that would affect the bottom line of
these companies. Well, it seems to me that if a company is in fact
engaging in proliferation, and our Government makes that deter-
mination, that is very relevant to the bottom line. I think
PetroChina would tell you that it became relevant to their bottom
line. Is it better to let these things float around out there and be
discovered by The New York Times and have it brought about that
way? Does it not affect the bottom line there? If a company is in
danger of being sanctioned, as many Chinese companies have been,
does that not affect the bottom line? Shouldn’t the investor know
that up front if that is a possibility? That is a very bottom line con-
sideration.

Would disclosure drive the stock down and hurt pensioners? That
is very possible, I suppose, in some circumstances. It seems to me
that with respect to the ones that have been disclosed, some pen-
sions pay attention to it and some don’t. Some don’t seem to care.
That 1s their right. But are we saying that they shouldn’t know if
in fact there could be a substantial effect with regard to a par-
ticular stock? That just shows that the people care, and it is infor-
mation that they wanted and they acted on that information. It is
an unfortunate result, but which is the best result? We should dis-
close, it looks like to me, this kind of information from the start.
I see no justification for not doing that.

And again, there is only a certain amount we can talk about in
an open session like this, but our current circumstances in terms
of looking at this, even looking at these issues and these questions,
I think are very lacking—very lacking—and we really don’t know,
as in many other cases—as in our weapons of mass destruction
proliferation, we really don’t know what we’re dealing with here
quite yet.

So I would simply again express my appreciation to this Commis-
sion for looking at these issues. I realize that I'm probably, in
terms of the people that you will be hearing from, in the minority
on this, but I really don’t think I am in the minority as far as the
way that the average person would view things nowadays. Nobody
wants to hurt the market or encumber these things or have the
Government overly involved and so on—but my goodness, if we
haven’t learned that we need to pay attention to countries, to com-
panies, to entities that refuse, consistently refuse, to make any
progress or pay any attention to us in terms of our proliferation
concerns, who consistently violate international regimes, the Mis-



615

sile Technology Control Regime, and come back and say, “Well, we
didn’t really agree to that”—that is the level of the continued dis-
cussion while we are aggressively trying to embrace them from an
international trade standpoint, from the standpoint of changing our
export laws to make them more liberal so we can trade even more
to help them in international regimes—if, in the midst of all that,
we can’t do a few things to try to get their attention with regard
to proliferation activities, when we are going through this tremen-
dous debate over here and getting ready to spend billions of dollars
for a missile defense system, if we can’t do a few things, we aren’t
going to have any credibility. Nobody is going to think that we real-
ly assessed this potential problem out there, this array of problems,
that we really looked at it very seriously.

We are reacting very dramatically and appropriately with regard
to a specific incident, but this is a much, much bigger picture, as
you all know, than the specific instance, and the threat is much
more much more widespread and multifarious, from many, many
more sources than are on the front pages of the papers today, and
that is what we need to be looking at today and tomorrow and in
the decades that follow.

This is a small part of a very big picture, but I think an impor-
tant one, and I appreciate your indulgence in hearing me out this
morning.

Thank you very much.

[The statement follows:]

PREPARED STATEMENT OF FRED THOMPSON

I would like to thank the Commission for inviting me here today to speak on the
important and timely subject of China and our capital markets. As you know, I have
long advocated increased monitoring and limiting access to U.S. capital markets of
companies doing business with entities that have links to proliferation. I believe
that the fight against terrorism and our increased need to enhance homeland secu-
rity make this issue that much more important. One of the things that we have
learned about terrorist organizations like Al Qaeda is that they have used the
United States financial markets to provide funding for their terrorist activities. It
is possible, even likely, that Americans may have unknowingly provided financial
support to the very terrorist organizations that attacked our nation on September
11th. The same is undoubtedly true with respect to organizations that are prolifer-
ating weapons of mass destruction.

We have known about the problems that our failure to scrutinize the national se-
curity implications of allowing certain companies to raise money in our capital mar-
kets has created for many years. Congressionally mandated commissions studying
the issue of proliferation have concluded both that the Chinese government is using
the U.S. capital markets to fund its proliferation activities and that the U.S. needs
to address this issue as part of a solution to proliferation. The Cox Commission re-
view of U.S. national security concerns with China concluded that “increasingly, the
PRC is using U.S. capital markets as a source of central government funding for
military and commercial development and as a means of cloaking technology acqui-
sition by its front companies.”

The Deutch Commission study of the threat posed by proliferation stated that “the
Commission is concerned that known proliferators may be raising funds in the U.S.
capital markets.” The Commission also noted that most American investors don’t
know that they are contributing to the proliferation threat, saying, “Because there
is currently no national security-based review of entities seeking to gain access to
our capital markets, investors are unlikely to know that they may be assisting in
the proliferation of weapons of mass destruction by providing funds to known
proliferators.”

It is extremely disturbing to think that we are financing China’s military develop-
ment and the proliferation of weapons of mass destruction to rogue nations. But
plenty of evidence exists that we are directly investing in companies and programs
that may one day be the agents of our own destruction. The California Public Em-
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ployees’ Retirement System (or Calpers) has invested millions of dollars of employee
pension funds in companies with close ties to the Chinese government and the Chi-
nese People’s Liberation Army. Calpers has invested in four companies linked to the
Chinese military or Chinese espionage: Cosco Pacific, China Resources Enterprise,
Citic Pacific, and Citic Ka Wah Bank. The Teachers’ Retirement System of Texas
was also invested in Cosco Pacific, but it divested its shares of Cosco Pacific less
than a month after receiving a congressional letter discussing Cosco’s links to the
Chinese military.

The case of the Texas Teachers divestment of its Cosco stock demonstrates one
element that must be part of the solution to this problem, and that is increased
transparency. I believe that most Americans would not want their dollars going to
organizations that have either direct or indirect links to the proliferation of weapons
of mass destruction. We must provide a mechanism for them to get that informa-
tion. Right now, there are no requirements for national security reviews and no re-
quirements for companies to provide this information in order to list on our stock
exchanges. Earlier this year, Laura Unger, then the Acting Chairman of the Securi-
ties and Exchange Commission (SEC), announced important new steps that would
provide increased transparency for American investors. These steps included requir-
ing any foreign country that is doing “material business” with a country sanctioned
by the United States to provide information on its dealings with countries, govern-
ments, or entities with which U.S. companies would be prohibited from doing busi-
ness. She also indicated that the staff of the Division of Corporation Finance would
attempt to review all registration statements filed by foreign companies which re-
flect material business dealings with governments or countries subject to U.S. sanc-
tions. In addition, she indicated that the SEC would initiate a proposed rulemaking
that would require all foreign companies to file registration statements electroni-
cally. I have written a letter to SEC Chairman Pitt urging him to continue these
initiatives. I believe they will provide important transparency for U.S. investors.

But I think that there is also a role for limiting access to U.S. markets. I do not
believe that transparency is enough in all cases. I think that the President’s ap-
proach to terrorism can provide a model here. In the wake of the September 11th
attacks, the President made a decision to attack terrorism on all fronts, including
the financial front. On September 24th, the President issued an executive order to
freeze the assets and block the U.S. transactions of terrorists, those who support
them, and foreign banks that refuse to cooperate in our efforts. The President has
cast a wide net, saying that we must take action not only against terrorists, but
against those who harbor and support them, and possibly even against those finan-
cial institutions that refuse to support our efforts. The President’s action blocks any
U.S. transactions of any person or institution associated with terrorists or terrorist
organizations. I believe that we must take the same approach against proliferators.
There is a role for denying access to our financial markets to entities that we know
have engaged in the proliferation of weapons of mass destruction. I urge this Com-
mission to consider ways to apply the President’s actions to cut off financial re-
sources to terrorists to proliferators as well. I believe that proliferation poses as
great a threat to our security as terrorism, and that we must attack the problem
of proliferation and those who engage in it with the same determination that we
are rooting out terrorists and denying them the resources they need to conduct their
activities.

Co-Chairman ROBINSON. Thank you, Senator.

As usual, you have posed a number of thoughtful and visionary
questions and recommendations to the Commission concerning the
task ahead for U.S. policymakers concerning how it should best re-
spond to this new source of financially-based security challenges to
the country.

You mentioned being late to a hearing. I don’t know if you have
time for a question or two, but I would very much like to turn the
first question over to the hearing co-chairman for this hearing,
Commissioner Wessel.

Senator THOMPSON. That’s fine.

Co-Chairman WESSEL. Thank you, Senator, and I'll be brief.

Number one, thank you for your leadership on this issue, and
also, you have been a good friend and counselor to this Commission
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since its creation, and we value the counsel you have given us over
the last months since we started.

Earlier this year, Acting Chairman Unger at the SEC issued a
letter which has left many to question what the definition of “mate-
riality” is, the question of what we should know and what we
should not know as investors.

As you have pointed out, I think the public has viewed the defini-
tion of “materiality” as having changed dramatically since Sep-
tember 11, yet the SEC does not appear to have fully implemented
Acting Chairman Unger’s new definitions.

What is your view of what the SEC has done? Is more necessary?
Are these issues material? I believe you have already said they are,
but how should we view them in the future?

Senator THOMPSON. Well, I don’t know if it specifically addresses
or is limited to the materiality issue, but as I recall, the former
chairman indicated that they were going to issue regulations that
require greater disclosure with regard to companies dealing with
countries that were under United States sanction.

I supported that, and when the new Chairman Pitt came on
board, I wrote Chairman Pitt in support of that action. I received
a letter back from Chairman Pitt which did not, in my opinion,
really address the issue as to whether or not he was going to con-
tinue on that same road, and frankly, I don’t know where Chair-
man Pitt stands. But I would endorse the position that Acting
Chairman Unger had to require more extensive disclosures by for-
eign companies doing business in countries sanctioned by the
United States.

Co-Chairman WESSEL. Thank you.

Co-Chairman ROBINSON. Chairman D’Amato?

Chairman D’AMATO. Thank you, Mr. Chairman.

I want to also express our thanks to you, Senator Thompson, for
your leadership on this issue.

One of the things this Commission has focused on consistently
across the board since its inception is the level of resources dedi-
cated across the board in the United States Government with re-
gard to the Chinese, not only in the Executive Branch but in the
Library of Congress, which we found to be woefully inadequate in
its collections in this area.

You are a member of the Intelligence Committee, and this par-
ticular area strikes us that more resources, more eyes on the situa-
tion, and more focused attention on the part of the intelligence
community given the recent quantum leap in the level of resources
being gathered by the Chinese in our equity markets, that it would
be appropriate to look at and to recommend an increase in both the
level of resources and focused attention on this issue by the intel-
ligence community.

Do you agree that this would be appropriate?

Senator THOMPSON. Whole-heartedly, and if this Commission
comes to that conclusion as a Commission, I would like to think
that it would be of help to some of us who have had this concern
for some time. There is always a battle for resources. Now, after
having done too little in so many areas in this Government, we are
trying to do everything at once, including forcing money on the
President that the President says he can’t spend yet. So that’s a
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danger, and we need to be careful about this. Everybody knows
that we have problems in our intelligence community, so we need
to go at it systematically and carefully. But I have been concerned
for a long time that there have been people in the Intelligence
Committee who have made predetermined assessments as to
threats or approaches to things that were not based upon empirical
evidence. And I think we have to be cautious across the board and
look at things realistically. I think that if one did that, one would
come to the conclusion that we need additional resources in this
area. There is no question about it in my mind.

Co-Chairman ROBINSON. Commissioner Reinsch?

Commissioner REINSCH. Thanks, Mr. Chairman.

Thank you for coming, Senator. It is good to see you again.

Senator THOMPSON. Thank you.

Commissioner REINSCH. I'd like to follow upon Commissioner
Wessel’s question about the SEC and materiality. If your view is
that we need to do something more than what we are doing, and
what we are doing is material disclosure, what is the standard that
you would apply other than materiality to determine what we
should do as far as disclosure is concerned?

Senator THOMPSON. I don’t know that I would base my position
on the definition of materiality. Legislation that I introduced would
have required the President to delineate every year a list of those
companies of proliferation concern to Congress; then, the Congress
would have informed the SEC, and the SEC would have promul-
gated regulations requiring companies to disclose that information
in their filings, that they in fact had been delineated as a company
of proliferation concern.

I think that that fits into the definition of materiality now. I sup-
pose, debating the materiality issue, it looks to me like it would be
more straightforward to just simply require them to disclose that
the Government had made that determination with regard to that
company.

Commissioner REINSCH. So your interest is in making public the
fact that a company is on the list that you have described.

Senator THOMPSON. Yes.

Commissioner REINSCH. Your legislation or proposal doesn’t
reach the point of addressing companies that do business with
those companies that are on the list; it addresses only the compa-
nies that are on the list.

Senator THOMPSON. That’s correct.

Commissioner REINSCH. Okay. And the list is developed by the
President or by people whom he delegates?

Senator THOMPSON. Right.

Commissioner REINSCH. And the standard for being on that list
is what?

Senator THOMPSON. There is no standard in the legislation.

Commissioner REINSCH. So it’s anybody the President wants to
put on.

Senator THOMPSON. Much as he’s doing with regard to the bank-
ing community today.

Commissioner REINSCH. Okay. Thanks.

Co-Chairman ROBINSON. Commissioner Dreyer?
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Commissioner DREYER. Senator Thompson, yesterday I asked
former SEC Chair Arthur Levitt about whether he thought your
suggestion to have the SEC be informed and inform potential in-
vestors of rogue state proliferators, et cetera, whether he thought
that was a reasonable use of the SEC, and he said he did not and
that, furthermore, he doubted that it would have much effect on in-
vestors’ willingness to invest.

How would you react to that?

Senator THOMPSON. Well, it doesn’t surprise me that people do
not want additional responsibilities, number one. People have dif-
ferent ideas as to what the effect of that would be. I can’t say that
I know. I’'m convinced it is the right thing. If there is some mom
and pop out there who have made a little money in the grocery
business and are in some way investing, I think they ought to have
a right to have access to information if they choose to avail them-
selves of it of the fact that their pension fund is investing in a com-
pany that our Government thinks is proliferating weapons of mass
destruction while their son may be overseas, fighting for his coun-
try—things like that. I just think it’s the right thing to do.

From reading the Deutsch Commission, I think that they cer-
tainly concluded that it was something that ought to be looked at,
that we are not using the economic leverage that we have, that not
only was there an issue with regard to who might invest and who
might not invest, there is an issue of how these companies might
look at it, or the countries who control these companies. They say
it doesn’t really matter on the one hand, and then they move heav-
enhand earth to defeat anything that moves in that direction on the
other.

So I think—and probably people on this Commission know better
than I; I have not followed it that closely—I think that with regard
to those names that have come out in the media and so forth, the
result has been mixed. For example, I don’t think CalPERS has
done much with regard to that, and it doesn’t seem to bother them.
On the other hand, there have been others—a fund in Texas, for
example—who have gotten out.

So I don’t know the answer to that, and I doubt if he does.

Commissioner DREYER. Thank you.

Co-Chairman ROBINSON. Commissioner Ledeen?

Vice Chairman LEDEEN. Thank you, Senator.

I just wanted to add to what Chairman D’Amato said. We are
finding not only a shortage of resources in areas like intelligence
and Library of Congress and information available to whomever—
Government specialists, scholars, journalists, or anybody who is
concerned about China—but we are 10 years out now from the end
of the Cold War, and by and large, the allocation of personnel with-
in the Executive Branch has remained what it was. So there is
probably overall, I would guess, based on what we have looked at,
a ten-to-one disproportion of manpower working on Russian/former
Soviet questions as compared to China.

So we have a real shortage of language speakers, of technical ex-
pertise, of historians, of political scientists who are up-to-speed on
Chinese questions, and since we are all engaged now with the ter-
rorist issue, this automatically leads to the same kind of lack of
preparation that we found on September 11—we had intelligence
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failures, we had analytical failures, we simply didn’t have sufficient
people who were unable to look at this question in context and say,
“Hey, this is trouble.”

So I think you can anticipate getting stuff along those lines from
us, not just on the sort of narrow Library of Congress question but
as to the way in which the United States Government is approach-
ing the question of terrorism.

Senator THOMPSON. I appreciate that. It is a difficult thing to do
to put one’s predetermined notions aside. I know I have difficulty
doing that. And on this issue, it is especially difficult to get an ob-
jective analysis. And this is not to cast aspersions on anyone, but
I have an obligation, I think, to say it the way I see it, and that
is it is especially difficult to get objective analysis with regard to
the China issue because there is so much interdependence now,
there is so much trade, there is so much foreign direct investment,
we have so many analysts and people in the field now who have
ties there. And as I say, I have my own ties coming from my own
direction; I am not immune from all that.

I think that is why this Commission is so important. 'm sure dif-
ferent ones of you have different views on these things, but to-
gether, I think every member of this Commission will have an ob-
jkectivity and an ability to analyze this issue as no one else that I

now.

That has been my main concern. It’s not that I have the answers
to these things. It’s that no one else that I know of does, either,
and we are lacking in the ability to objectively analyze these
things. Everybody has a dog in the fight. It’s very difficult to divest
ourselves of our preconceived notions and our business ties and our
friendships with people and cocktail parties that we have had over
the years and things like that. We're all human beings.

But every once in a while, we get a wake-up call, and if coming
in one morning and turning on the television and seeing a few
thousand of our innocent men, women, and children being mur-
dered in a way that none of us predicted doesn’t do it, I don’t know
what will. That’s all I'm suggesting, that it is a dangerous world,
much more dangerous than people realize. We are seeing one small
aspect of that. All the other possibilities and probabilities are out
there. We need to bring not only our military might to bear, but
our moral suasion to bear. We need to do the right thing and take
off our green eyeshades sometimes. These issues are more impor-
tant than that, and as I said, I think that’s what this Commission
will do.

Co-Chairman ROBINSON. Commissioner Bryen?

Commissioner BRYEN. Senator, thank you very much for your
leadership on this issue. It is terribly important.

I have a simple idea that I just wanted to get your reaction to.
If a Chinese company is involved in proliferation as some were in
Iraq recently—in fact, we bombed those sites—shouldn’t that com-
pany first of all be banned from doing business in the United
States 100 percent, and shouldn’t American companies that might
have any connections to them also be banned from doing business
with them? Wouldn’t that send a message to some of these fellows?

Senator THOMPSON. Yes, I think so. That’s an interesting exam-
ple. Let’s just say the news media reports that a Chinese company
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that our companies have been doing business with supplied Sad-
dam with a fiberoptic system to help shoot down our aircraft; they
are flying over the no-fly zone. Who is going to explain if one of
those pilots gets shot down? Who is going to be designated to ex-
plain to that mother back here exactly what happened and why
that happened and what we’re doing about it?

Yes, I think we should do that.

Commissioner BRYEN. As I said, it’s a simple idea, but it’s clear,
and it sends a very direct message to all concerned. And right now,
I don’t think we’re doing anything like that, and yet we’re willing
to bomb these things if they become threatening to us.

Senator THOMPSON. Well, you know what the game is. When
these countries are caught, first of all, they deny it; then, they get
a demarche from us and learn what they can; and then, they say
that they’ll look into it, that “We didn’t know anything about it; I
guess you're right, but we didn’t know anything about it,” et cetera,
et cetera.

The question is who bears the burden of proof. It’s time we put
the burden of proof on them. This is not a courtroom where we
have to prove anything beyond a reasonable doubt. I think we need
to get away from that.

Commissioner BRYEN. Thank you.

Co-Chairman ROBINSON. Senator, if time allows, we just have a
couple more questions, but I want to be respectful of your schedule.

Senator THOMPSON. Well, I've blown that anyway, so let’s go
ahead.

Co-Chairman ROBINSON. Very good.

Commissioner Lewis?

Commissioner LEWIS. Senator, I'd like to thank you also for your
leadership on these issues.

On the question of where do you draw the line for access to cap-
ital markets in the United States, those who are opposed to draw-
ing the line say that anything goes, and let the investor make the
decision. And you are saying that maybe your colleagues feel that
disclosure is all that can occur rather than some kind of prohibi-
tion.

That leads me to think, suppose a pre-War Nazi Germany were
to be applying for funds in our capital markets; it seems to me that
those who say there should be no restrictions would be saying yes,
they should be allowed access to our capital markets. It seems to
me something is wrong with that.

Senator THOMPSON. I think that’s kind of what happened, wasn’t
it? We were doing a lot of business with Nazi Germany.

Commissioner LEWIS. But we've learned

Senator THOMPSON. Yes, I think so. It is a line. We can’t expect
everyone who comes to our markets to adhere to all of our values
and agree with us on all of the issues, but we’re in the line-drawing
business. We have got to draw a line. And what I'm saying is that
human rights are important; we have a lot of forceful advocates for
that. Labor rights are important. Environmental issues are impor-
tant. But none of those things directly affects national security. We
are in the national security business here. That is a category unto
itself.
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I think we ought to be fairly liberal in terms of the way we look
at it. I don’t think we ought to apply unreasonable litmus tests to
people, but as I said, just like on some of these other issues, I think
we have got to make a determination, and if we can’t make that
determination, if we don’t have the ability to know one way or the
other, then we can’t do anything anyway. That’s a separate prob-
lem, I suppose. But if we in fact have the ability to make a reason-
able determination that while we are going around trying to eradi-
cate terrorism, while we are building a national missile defense
system because we are afraid that rogue nations will soon have the
ability to hold us hostage if we don’t, the fact that countries and
companies that are supplying those rogue nations should be al-
lowed totally unfettered access to our capital markets without tax-
payers knowing that they may be doing that activity is absurd to
me.

Commissioner LEWIS. Would you go beyond just disclosure?
Would you bar them from actually——

Senator THOMPSON. I personally would, yes, yes. I don’t think
that a company that our Government, our President, makes that
determination with regard to—and I assure you it is not done light-
ly, and I think you all know it’s not done lightly—in fact, it would
probably be a category of companies that would avoid a determina-
tion because our intelligence community wouldn’t want to reveal
sources and methods as to how they determined that they put the
company on the list, so they probably wouldn’t go on the list—I
don’t think our intelligence community has been overly aggressive
in flagging potential proliferators or anything like that.

It would not be a long list, it doesn’t look like to me. I think it
would be carefully done. Our Presidents traditionally have placed
great value on trade. Our State Department has placed great value
on relationships. You would have all those forces still being
brought to bear. You aren’t going to have a list made up willy-nilly,
without thought and proper vetting and so forth. I say once you get
that list, no, they should not have access to our markets to raise
unlimited amounts of money for unlimited purposes under those
circumstances. But you know, this ain’t my first rodeo, and I know
the difficulties of getting any movement on something like this, be-
cause not many people are paying attention. It is just a matter of
the forces that are brought to bear, and I'm not too hopeful that
too much can be done in that regard.

I don’t know if September 11 changes anything in that regard or
not, quite frankly. I hadn’t thought of it in that respect. And I don’t
want to wave the bloody shirt and say that because of September
11, we've got to do everything totally differently, because Sep-
tember 11 was just a relatively small indicator of what is lying out
there. I would like to think that we would look anew at all of these
various things, like the Deutsch Commission said, like the Cox
Committee said. These are not solutions to the proliferation prob-
lem; these are just things we ought to do, and it makes a statement
that we are willing, perhaps. We had the reputation around the
world for a while, apparently, in terrorist circles that we didn’t
have the guts to fight a war from anything less than 20,000 feet,
and they are rapidly being disabused of that notion right now. I
think they now have the notion that we will never do anything that
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will hurt our capital markets or hurt our trade position or anything
like that, that we place tremendous value on that and that we will
tend to overlook a lot of things for the sake of that. I place tremen-
dous value on it, too, but I think we have been somewhat out of
balance on it, and I think this approach would help us get back to
where we should have been all along.

Commissioner LEWIS. Senator, thank you. I would personally like
to thank you for your courageous leadership on these issues.

Senator THOMPSON. Well, thank you very much.

Am I excused, Mr. Chairman?

Co-Chairman ROBINSON. Senator, you are. You have been very
kind with your time. I only regret that—Commissioner Becker had
a quick question

Senator THOMPSON. I'm sorry. Go ahead, sir.

Commissioner BECKER. Well, I hope it’s a quick question, Sen-
ator.

I appreciate your candor, and more than anything else, your
leadership is beyond question on this. But my question is sort of
a follow-up. If we are successful, if we dry up investment capital
into known companies of proliferation, these are Chinese compa-
nies now—they are in China, they are functioning with everybody’s
knowledge on that—and at the same time, we permit and encour-
age investment in other domestic companies in China, aren’t we
simply freeing up internal Chinese investment capital for these
companies of proliferation? Don’t we come out at the same point?

I mean, if we invest $1 billion in a year into the Chinese capital
markets and, instead of mixing it up, domestic and companies of
proliferation, we just concentrate it all in the domestic companies—
we have heard testimony that the Chinese capital markets are suf-
ficient, that they can raise the money they need internally, and I
was wondering how you feel about that. Beyond making a state-
ment, if we are really wanting to stop these companies, doesn’t it
require some kind of control on all capital investment in China?

Senator THOMPSON. Well, I don’t think so. I would think that if
you had representatives of these companies here before you, or if
they were to speak candidly, they would very, very much prefer
that you not do anything or recommend anything with regard to
cutting them off or even disclosure.

Why is that? I think our capital markets are very valuable. They
are unlike any other. They could go to London or Tokyo, I suppose,
but it’s unlike any other. I think that is clear.

But again, I think we have to draw lines. I don’t think that we
could or should do anything with regard to our foreign domestic in-
vestment or our—if I understand your question correctly—our peo-
ple investing in Chinese companies there, their market, and so
forth—sure, money is fungible and all that, but we are talking
about a very, very limited area here that I'm looking at, and that
is proliferators, and it is a part of a package. It ought to be a part
of our foreign policy, and I think we should be doing other things
to discourage proliferation and other things to make it uncomfort-
able on even our friends who are doing things that are inimicable
to our interests.

But I think that there is a certain burden on us, a certain burden
of proof that we should meet, that you are doing bad things in gen-
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eral. That was a PNTR debate—that was a WTO debate—should
we not have anything to do with them because they are doing bad
things? I don’t believe that. I think that’s going too far.

I say let’s carve out an area that directly affects, potentially af-
fects, our national security and something they shouldn’t be doing
and make a statement with regard to it, encourage other countries
to do it just as the President is doing with regard to financial
transactions and banks around the world; take moral leadership,
take a position on it. Some of these other people think it will be
helpful. I think that it can be incrementally helpful.

It is a broader question here, but it looks to me like we need to
be looking for ways that we can make a statement and that we can
inflict some pain in discrete areas where we have the moral high
ground without having to overreact and terribly hurt our overall
relationships.

This is an opportunity more than it is anything else. This allows
you not to have to do some of these other things. Would it be more
effective in terms of really getting their attention or winding up
supplying less money to the military—it very well may be—but I
don’t think we can bite off a chunk that big. I think we need to
keep it more discrete than that.

Co-Chairman ROBINSON. Senator, your generous allocation of
time and observations of the morning have been of enormous im-
portance to the Commission, and I think all of us are grateful for
your extraordinary leadership of this new family and portfolio of
national security issues for the country.

Thank you once again.

Senator THOMPSON. Thank you very much.

PANEL I: OVERVIEW—U.S. CAPITAL MARKETS/CHINA’S CAPITAL
REQUIREMENTS

Co-Chairman ROBINSON. We would now like to proceed if we may
with our first panel.

With Senator Thompson’s departure, I'd like to merely say that
I am pleased to be co-chairing today’s hearing on “China’s Capital
Requirements and U.S. Capital Markets,” an aspect of the U.S.-
China relationship that many of us believe is vitally important to
our Commission’s mandate.

I would also like to join our Chairman in thanking our own Com-
mission staff for what was an extraordinary effort in preparing for
t}ll)(fse hearings and the high quality of the briefing materials avail-
able.

I would also like to thank my colleague Adam Pener for his
groundbreaking and comprehensive assessment of the security di-
mensions of the capital markets that was provided to the Commis-
sion and appears on our website, the recommendations of which
are in the back of room, released today.

China is establishing, as you gentlemen know, an ever more im-
portant presence in the U.S. capital markets, raising multi-billion-
dollar sums through both debt and equity offerings. The impor-
tance of the U.S. capital markets as a source of capital to finance
China’s economic growth, as well as the nature of the Chinese enti-
ties listing or traded on U.S. markets, are important subjects for
this Commission’s deliberations.
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Our Commission needs to continue to assess the national secu-
rity implications of China’s fundraising in the U.S. capital markets,
whether proper disclosure-oriented requirements are in place to
monitor this activity, and whether U.S. investors are adequately
informed about the identity of the Chinese companies in our mar-
kets and the nature of their overseas operations as well as those
of their parent and subsidiary companies.

Today’s distinguished gathering marks the first time that the
Congress, either directly or through a Congressional commission,
has held a public hearing to examine the important nexus between
U.S. capital markets and national security.

Our hearing today will present various perspectives on this 21st
century issue area. During the morning session, which I will chair,
the Commission will be provided an overview of China’s long-term
capital needs and the role the U.S. debt and equity markets have
played and are likely to play in the future in addressing these
needs.

On this panel are four distinguished experts—Professor Warren
Bailey of Cornell University; Dr. Nicholas Lardy of the Brookings
Institution; Thomas Byrne, Vice President and Senior Analyst on
China for Moody’s; and Stephen Harner, a financial consultant
from Shanghai with extensive government and banking experience
in both China and Japan, and we are most grateful for Mr.
Harner’s lengthy travel to join us today.

James Dorn, a Scholar from the Cato Institute, will also address
the issues being discussed on this panel, but will appear on the
final panel this afternoon because of scheduling issues.

During the afternoon session, which will be chaired by my es-
teemed colleague, Commissioner Michael Wessel, the Commission
will hear from the Wall Street community, organized labor, and
representatives of some of our largest pension funds. Their testi-
mony will help provide the Commission with the perspectives of
those who bring Chinese debt and equity offerings to the U.S. mar-
kets as well as those who may invest in them.

Regrettably, as Chairman D’Amato noted, the Commission will
not hear from a representative of the U.S. Department of Treasury,
of the Securities and Exchange Commission, or of the Department
of State. The Commission extended an invitation to these agencies
in the hope of gaining the benefit of their views on the current reg-
ulatory requirements applicable to foreign registrants in the U.S.
capital markets as well as the extent to which the United States
Government is monitoring foreign registrant activity for possible
national security abuses and concerns.

The Commission was privileged to discuss these issues in a
closed session with Treasury Undersecretary John Taylor in Octo-
ber. You can be confident the Commission plans to continue to seek
a dialogue with Treasury, State, NSC, and SEC and will submit
questions to the SEC and other agencies as deemed appropriate.

I am now pleased to welcome our first panel. If we may, Pro-
fessor Bailey, we will begin with you. It should be about a 10-
minute presentation, if you don’t mind.
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STATEMENT OF WARREN BAILEY, PROFESSOR, JOHNSON GRADUATE
SCHOOL OF MANAGEMENT, CORNELL UNIVERSITY

Mr. BAILEY. Thank you.

I have prepared some notes, and I'll just talk informally off them.

It has been around 10 years since I started teaching finance at
Cornell’s Business School, and it has been just about 10 years since
the Chinese stock markets really became very active, prominent,
and interesting. As a teacher, as a researcher, and as a personal
investor, I have paid very close attention to them.

Clearly, the size of the markets that I summarize, as is to all of
you is substantial. They are not of the same size as, say, the U.S.
markets or the European markets, but they are large and getting
larger, largest perhaps amongst the emerging economies. There is
a very significant number of companies and a very significant num-
ber of local participants in the markets, which is something I'm
going to focus a lot of my remarks on.

Within our own stock markets, I prepared, mostly with the help
of the Bank of New York’s web page, a little appendix in the back
that shows us the names of some of the PRC companies listed in
the U.S. The amounts of capital that have been raised can be
traced through the offerings and other documents. The current val-
ues that I list in my table are, of course, difficult to assess because
they represent both the amount of share currently traded in the
U.S. and those that are traded back in Hong Kong or the home
country. But the size is certainly in the tens of billions. It is a very,
very important issue.

We can see that there are a variety of types of industries that
have come to raise money. Most prominent, of course, have been
the energy companies, but also the telecoms, and a variety of other
industries. There is a great deal of what we might call “old econ-
omy” firms—airlines, highways, and what-have-you. There is also
some tech stuff as well.

Now, a textbook 101 discussion of what the markets are sup-
posed to do. We know these markets are supposed to hypothetically
serve certain purposes. They are supposed to mobilize savings,
hook up savings with the best uses of funds. They are supposed to
help the economy in spreading risk. If a company is chopped up
into many thousands of shares, it is more likely that people will be
willing to invest, instead of having one person plunge a whole
chunk of money into such an investment.

We also know that the markets are supposed to give us informa-
tion, tell us what industries are valuable and growing and thereby
deserving of more investment.

We also have the sense that maybe the stock markets are part
of a plan to privatize and get the companies out from under the
government and into the marketplace, which will help them and
the marketplace perform better in a variety of ways.

Now, perhaps most importantly, the stock markets may rep-
resent an alternative way to discipline or govern companies. We
know that if companies produce shabby products, they may be dis-
ciplined by their product market—no one will buy their toothpaste,
as it were. We know that if managers or other stakeholders in
firms care about what is going on in the company, they may step
forward to help control the company; but we also know that having
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a stock market where there are mergers, acquisitions, takeovers,
stock prices, constant pressure from investors and analysts, itself
serves as a form of pressure or a form of governance.

So those are our hypothetical or among our hypothetical good
purposes that a stock market might serve. What is actually going
on with these Chinese stock markets?

I start by asking what did the Chinese leadership have in mind
when they permitted this. I think they did want to raise money for
investment, both local money and foreign money. I think they want
to have some way of dealing with the propensity of Chinese citizens
to save money given that their alternatives in terms of property or
in terms of bank accounts are not very attractive.

I think there may have been some desire to put indirect pressure
on the banking system—that is to say, by having alternatives for
Chinese citizens to invest in, they would not be forced to put their
money in low or negative real interest-bearing bank accounts,
which might in turn make the banks try to be more competitive,
which also has implications for financing of state enterprises.

I also believe there may have been a political or psychological as-
pect to this. In my write-up, I use the phrase, “own a piece of the
rock.” I think that, to build consensus among citizens or to make
them feel that they are participants in the system in China, it
might have made some sense to have these stock markets.

So I think those are probably what the leaders had in mind when
they permitted this activity to be initiated.

What does this do for the companies? Clearly, it allows them to
raise money. To the extent that there are, in spite of the large pool
of savings in China, some issues of both capital barriers or the abil-
ity to raise foreign currency, or purchase foreign machinery or
equipment, this would have been valuable to the companies in and
of itself.

We know that there is also an issue of prestige or high profile
involved in doing this. By being able to have a listing in New York
or Hong Kong or elsewhere, it does signal to the banks, it does sig-
nal to the capital markets, to customers, to other businesses that
I have arrived, I am big, I am important, and perhaps it is good
for future capital raising or more generally for the company’s busi-
ness perception and environment.

Now, some other issues which I think are at odds with the hypo-
thetical textbook 101 value that stock markets serve.

There is virtually no issue of these companies losing control to
outsiders, foreign or domestic, because they are not listing majority
stakes. A great fraction of the shares are retained by state or
quasi-state agencies, so typically, the amount of shares available to
individual investors, be they local or foreign, is substantially less
than 50 percent. So they are not giving up much in terms of con-
trol.

Furthermore, relative to issuing bonds, they are not promising
much. They can sell these shares, and then, if business isn’t good,
or if the money that the business generated legitimately doesn’t
end up being made available to the shareholders, they can just say,
“Sorry, no dividend.” So I think there are advantages and relatively
few costs to the Chinese issuers who do this.
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Now, what is going on in these markets? The Senator spoke ear-
lier about how little we know about what these firms are up to or
what they do. I agree with him. I would also suggest that it may
be the case that the Chinese themselves have little idea what is
going on.

My perception of these markets, of disclosure, governance, regu-
lation, is that they are very, very chaotic. I could refer you to a
number of things in the popular press or in academic work. It is
really a big mess.

Coincidentally, as I was struggling to put together my write-up
for this talk, a wonderful quotation from Premier Zhu appeared in
“The Far Eastern Economic Review.” He described bad accountants
and bad accounting practices as “a malignant tumor that threatens
China’s economy”—a fantastic quote.

I put in my appendix a bunch of examples that my graduate stu-
dents downloaded from Chinese websites—amazing, comic, but
very serious examples of how accounting disclosure, law and regu-
lation have been flagrantly abused, almost a Keystone Cops ap-
proach to law, accountancy and regulation. It is quite a mess.

This has raised some positive pressures. There are a wealth of
magazines, both in print and on line, and there is a growing net-
work of chat rooms where a lot of people inside China are com-
plaining about this. There is some movement within some sectors
of the government to try to have more effective regulation and en-
forcement of the law in securities.

An acquaintance of mine who is a professor at the University of
California at Riverside recently returned to Beijing to join the secu-
rities commission with a view toward improving things there.

Now, we even see in the courts in China one or two recent deci-
sions where the courts have explicitly said, “We can’t rule on this
in spite of the fact that it is flagrantly stinky, because there simply
do not exist laws or regulations that allow us to say, “This is illegal,
you go to jail.””

So some pressures are arising to try to fix this.

Now, I think the government has always been concerned about
making these markets palatable to and attractive to Chinese citi-
zens. They have, from the start of the markets, been very con-
cerned with crashes and other situations that might anger or alien-
ate the citizens. I guess they view this as part of maintaining or
enhancing their legitimacy or their place in a modern country
which is increasingly moving away from what we would
stereotypically call “communism.”

So there is much fear in the government that they have to do
something about this.

Now, what does this mean? I view this as potentially unleashing
forces that may do some good and which the government may need
to address. I think we all agree that China is not a democracy. I
think we also agree, however, that there are times and places when
the government feels it is necessary to address the concerns of citi-
zens.

I believe these are situations where the government is under a
lot of pressure to do something to make these markets work better;
otherwise, they are going to alienate several tens of millions of peo-
ple who invest in these markets quite closely.
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Where does this put us? Clearly, Chinese companies come to the
U.S. and list their shares because there are benefits to doing so—
but there are also costs. They have to adhere to much, much higher
disclosure standards, and to the extent that they must file docu-
ments and otherwise disclose information, they also drag in their
investment banker in the United States, their accounting firm,
which is typically an international accounting firm. They draw in
other people who have some interest in maintaining some sem-
blance of quality in the information they disseminate.

I am not suggesting that the information that is disseminated
even by the largest Chinese issuers is adequate. I don’t think it is.
I agree with the Senator’s remarks on that point. But there is
much greater pressure being brought to bear to adhere to those
norms that we have in our capital markets.

Now, we also see the sense, of course, that maybe these compa-
nies or their underwriters or their accountants may be under more
of a threat from the U.S. legal system once they are listed here.
That is to say, if a company lists here and its accounts are a mess
and someone here has signed off on them, that may represent a li-
ability for them which gives them an incentive to do a better job
before something bad slips into a disclosure or an annual report.

So I think there are a lot of potentially good pressures brought
to bear by the system. In contrast to our standard pressures on
China—don’t abuse human rights, don’t invest in Sudan—there is
actually a substantial clientele within China among the citizens
and the government who want to see these forces improve the way
their markets work.

We are even beginning to see some evidence that some compa-
nies—there are a few names out there in the press—within China
that aren’t listed in the United States and are beginning to say,
we're going to disclose more, we are going to have press con-
ferences, we are going to have conference calls, and we are going
to try to behave in a more normal way with regard to the capital
market.

So I think there is some potential here for having the workings
of our market filter into their market. I am not suggesting that it
will be an automatic process. I am not a kneejerk, blind believer
in free markets. I think there is some potential that this will have
some positive pressure.

[The statement follows:]

PREPARED STATEMENT OF WARREN BAILEY
RED STAR OVER WALL STREET: CHINESE COMPANIES AND U.S. STOCK MARKETS

1a. Stock markets in China: a large and growing phenomenon 1
Over 1,000 listed companies.
About 60 million brokerage accounts.
Market capitalization (the value of all listed companies) is about US$500 billion.
Turnover (the value of all transactions per year) is about US$700 billion.

1b. PRC companies listed on U.S. stock markets (Appendix I)

Several dozen listed formally on a stock exchange, or “over the counter.”
Lots of “traditional” industries, energy and telecoms seem largest.
Listing in U.S. often coincides with privatization.

1See hitp://lwww.csre.gov.cn/CSRCSite/eng/tongjiku/199908/e-default.html for more extensive
information.
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2a. (Textbook) purposes that stock markets are intended to serve

Mobilize savings and channel funds to economy’s most pressing or promising in-
vestment needs.

Spread risk over many investors, therefore more businesses are initiated.

Provide price “signals”: which industries are most highly valued and, thus, deserv-
ing of more investment?

Facilitate privatization of state enterprises.

—end government subsidies, raise revenue for the government.

—free enterprises of political influences, improve performance.

—help build the local capital market.

—disperse ownership of companies among citizenry.

Enable external corporate control (mergers, takeovers, etc.) as an alternative to
internal control, political/legal/regulatory control, or the indirect discipline of the
product market.

Attract foreign portfolio investment.

2b. What purposes might the PRC leaders have in mind?

Raise domestic and foreign funds for investment.

“Mop up” vast domestic flow of savings (40% of GDP?).
Put indirect pressure on the banking system.

Offer citizens the opportunity to own “a piece of the rock.”

2c. How does listing (especially in U.S.) benefit PRC firms?

Raise funds for investment.

Raise profile within China and overseas, perhaps to facilitate future issues.

Little risk of loss of control since government and other entities typically hold il-
liquid shares with effective voting control.

No risk of default since dividend is not fixed, unlike bond interest.

3. Problems in China’s capital market

a. Bad accounting and corporate governance

Premier Zhu is quoted (Far Eastern Economic Review, November 8, 2001, page
32) stating that bad accountants and accounting practices are a “malignant tumor”
that threatens China’s economy.

Numerous outrageous examples of misbehavior (see Appendix 2).

Investors are beginning to demand more accountability and transparency.

b. Law?

PRC securities law is inadequate, pressure to improve is mounting.
Recent court decisions explicitly recognize the inadequacy of existing securities
law and regulation.

c. Government fears of social instability originating in the financial markets

Large sales of new securities (IPOs, state shares) drag down the market.

Market declines generally anger investors.

Corruption and other scandals anger investors.

Sour market conditions weaken support for economic liberalization, or weaken the
legitimacy of the Communist Party.

4. Mass public stock investing: Has Zhongnanhai got a tiger by the tail?

Increasing demands from citizens, some politicians, and others for regulation,
transparency, good governance, and functional legal remedies.

Crusading journalists and online chat rooms expose fraud, discuss legal matters,
and seek a more modern capital market.

It is increasingly difficult for the government to ignore these demands and, in-
deed, some reformist politicians want to address them constructively.

Implication.—The growth of PRC stock markets unleashes forces that the govern-
ment must address. If successful, better law, courts, disclosure, and corporate ac-
countability, and a smaller rule for state interference and corruption, may emerge.

5. How raising capital in the U.S. fits reformist Chinese goals (and perhaps U.S.
goals too)

a. Listing in the U.S. demands greater disclosure

144A ADR program requires only an English translation of the annual report.
Over-the-counter Level 1 ADR program also requires SEC registration form.

2] thank Professor Zhiwu Chen of Yale University for helpful conversations on this subject.



631

Exchange listed Level 2 and Level 3 ADR programs require substantial disclosure
including an annual Form 20F and a “current events” Form 6K which can include
extensive information.

NYSE also requires semi-annual reports by home country GAAP and encourages
quarterly reports as well.

Concern.—Do higher reporting requirements have a substantial real impact?

b. Listing in the U.S. puts PRC companies nearer the U.S. legal system 3

Mismanagement, false reporting, and other misbehavior can lead to delisting, put
pressure on auditors, and can draw legal action against companies, auditors, or in-
vestment bankers in U.S. courts.

U.S. listing can signal that a PRC firm intends to uphold high standards.

Concerns.—Explicit legal recourse against PRC companies in the U.S. may be lim-
ited, especially for over-the-counter listings and for companies with no assets in the

S

There is little precedent for using U.S. courts to discipline or reform foreign cor-
porations even if they are listed in the U.S.

c. Listing in the U.S. imposes other types of scrutiny

Recommendations of U.S. stock market analysts affect the market for the com-
pany’s shares and the ability to sell additional shares.

Environmental and social issues (example: Sudan) draw pressure and attention
from the U.S. press, politicians, and NGOs, and can dissuade U.S. institutions from
investing.

6. Conclusions

Raising equity capital in the U.S. increases expectations and pressure for higher
quality governance, disclosure, and legal standards to be imposed on PRC corpora-
tions.

To garner the benefits of U.S. listing, PRC firms must submit to these pressures
and adhere more closely to U.S. capital market norms.

Question. Will U.S. norms filter back to China and influence the Chinese trading,
legal, and disclosure environment?

Listing in the U.S. adds to the cacophony of voices of PRC investors, reform mind-
ed politicians, and economists who want better legal and disclosure standards and
better corporate performance.

Question. Are improved stock market practices part of the “thin edge of the
wedge” that separates business and government in China, increases the efficiency
and fairness of the economy, and compels PRC governmental institutions to be more
responsive to the needs of citizens? If so, listing in the U.S. should be encouraged.

31 thank Professor Andrew Karolyi of Ohio State University for a conversation on this subject.
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APPENDIX II: RECENT EXAMPLES OF ACCOUNTING CHICANERY

PREPARED BY MY PH.D. STUDENT, MISS YUAN GAO. SOURCE IS HTTP://
WWW.CNSTOCK.COM (SPECIFIC LINK NO LONGER WORKS)

Guangxia (Yinchuan) Industry.—Once regarded as the No. 1 blue chip, the com-
pany reported a non-existing profit of 745 million RMB in 1999, and 567 million in
2000. They did this by falsifying sales contracts, export custom report, tax docu-
ments, and financial/accounting receipts. Widely reported in media.

Zhenzhou Baiwen Co. (retailer).—Inflated profit by 19.08 million RMB before its
IPO by reducing expenses, recognizing revenue in advance, and making IPO appli-
cation based on those manipulated accounting numbers. Within three years after
IPO, further inflates profit by minimizing expenses and expensing items across fi-
nancial periods. The total inflated profits are 143.9 million RMB. Moreover, the
firm’s assets are unsubstantiated, there are major omissions in its IPO prospectus,
and its annual financial statements contain falsified records, misleading statements,
and major omissions.

Macat Optics & Electronics.—Falsified three years’ profits of 93.2 HK$ before its
IPO. They also falsified imported equipment financing-renting contract, and fab-
ricated fixed assets and import-export receipts to be approved for IPO.

Sanjiu Medical & Pharmaceutical.—The company has been listed for about one
year. Big shareholders of the company and related parties use (abuse) 2.5 billion
RMB in capital, which is 96% of the company’s net assets.

Beijing Centergate Technologies.—Provided collateral for one of its major holding
company’s bank loan of 2.56 billion RMB. The amount of this loan is 145% of net
assets.

China Kejian.—The company provided collateral for 24 loans for other people
within 12 months of listing in 1994. The value of the total collateral is 639.13 mil-
lion RMB, which is 300.35% of the company’s net assets after year 2000’s audit.

Hainan Dadonghai Tourism Center.—Within the five years, 1993-1997, inflated
profits to 228 million RMB.

Hubei Lantian.—The firm inflated its intangible assets by 11 million RMB, and
falsified the firm’s and subsidiaries’ bank deposit receipts to inflate bank deposits
by 27.7 million RMB. In its IPO application material, it changed the firm’s pre-IPO
shares from 83.7 million to 66.96 million shares, and decreased state, LP, and em-
ployee’s holdings correspondingly.
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Commissioner ROBINSON. Thank you very much, Professor Bai-
ley.

Before we move to Dr. Lardy, I would just like to make reference
to the exhibits that you see before you on the easels: A, B, and C.
For those who may have difficulty seeing these exhibits, we have
distributed hard copies to all of our participants today.
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EXHIBITC
Breakdown of PRC-related American Depository Receipts Sold in U.S. Markeis
Bource: Bank of New York data compiled by USCC staff
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Exhibit A looks at China’s fundraising both within China and
overseas for the period 1990 to 2000. Exhibit B shows China’s bond
offerings internationally since 1986, broken down by the currency
in which these offerings were denominated. And Exhibit C provides
a breakdown of Sino-American depository receipts sold in U.S. mar-
kets, first by the type of Chinese entity—state-owned, sovereign,
private; the U.S. exchanges in which so-called ADRs are traded,
whether it is the New York Stock Exchange, NASDAQ, over-the-
counter, et cetera; Hong Kong firms issuing ADRs, as they are
called, in U.S. markets; and the U.S. markets where PRC-con-
trolled Hong Kong ADRs are traded. And we thank the staff for
that.

With that, I'd like to turn to Dr. Lardy.

STATEMENT OF NICHOLAS LARDY, SENIOR FELLOW, BROOKINGS IN-
STITUTION

Dr. LARDY. Thank you very much.

Thank you very much, Commissioner Robinson. I am delighted
to have a chance to be here.

I am going to be referring in the initial part of my presentation
to a very simple diagram that I hope has been passed out—I gave
it to the staff this morning—that gets at this question of what Chi-
na’s capital requirements might or might not be, partly based on
looking at the entire period of economic reform from the late 1970s
up to the present time. It is a very simple diagram. It shows na-
tional savings, domestic investments, and the net absorption of for-
eign savings.
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The key theme that emerges from this is that China really is
fundamentally different from many other emerging markets in that
its domestic savings are more than sufficient to finance all of its
investment. You can see that, over the last ten years, there has
only been one year, 1993, in which China was a net absorber of for-
eign savings, so I believe this goes to the point that Commissioner
Becker was raising in his exchange with Senator Thompson about
the fungibility of money and whether or not even providing access
to our capital markets for firms with an unblemished record might
free up some funds for other less worthy, shall we say, recipients
of funding.

But the basic thing that emerges from this is that the savings
generated by Chinese entities are more than sufficient to finance
all investments undertaken in China in recent years, and I think
if you look on balance over the whole period, you’ll see that China
has actually been a provider of savings to other countries.

I think one of the key things going forward, trying to look at why
are Chinese issuers coming to this market, as Professor Bailey
mentioned, there is something in it for them, a variety of things,
but one of the most fundamental, I would say, is the fact that even
though China has a very high rate of savings, it has an extraor-
dinarily inefficient system for allocating those savings, the capital
markets, and the equity markets and the bond markets both are
at a very, very early stage of economic development. They have not
succeeded in allocating capital remotely efficiently. Very large
issues are not possible on the domestic market, so there will be
some issuers in that market who will seek international sources for
financing their activities even though there is no shortage of sav-
ings in the domestic economy.

So clearly, I would argue that going forward, the extent to which
these domestic entities will want to continue to tap into the inter-
national market will depend on the pace of development of domes-
tic capital markets both on the equity side and on the debt side.
If they can move toward a much more efficient domestic capital
market, I would anticipate that the issuance in the international
market would be relatively smaller; if it continues to be hobbled by
the kinds of problems we have just heard described, then I think
you will see continued significant efforts by Chinese entities to
raise money in the international market.

The domestic market should be a very good substitute for the
international market. Most of these firms that are raising money
don’t really need foreign exchange, and quite frankly, for many of
them, there is a disadvantage of raising money in international
currencies, because then they are exposed to foreign exchange
risks. The long-term trend, of course, is that the RMB has depre-
ciated dramatically, so if you are a domestic firm, and your income-
generating activities are predominantly or perhaps even exclusively
in domestic currency, there is a certain risk in, for example, issuing
bonds denominated in foreign currency. So I think that there would
be a tendency for these firms to issue in their own domestic market
when it became efficient, or when you got a listing process that was
driven by economic fundamentals rather than by politics, and when
you had a more efficient regulatory system.
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I think they are making progress. They are starting to de-list
some companies that have failed to perform. The regulators are
taking a number of steps in the last couple of years which I think
are very promising, but again, we are still at a very early stage.

The other thing I’d like to point out in my remarks is simply that
even though China has tapped in significantly to international cap-
ital markets, foreign direct investment inflows continue to be far
more important than access to international capital markets in
terms of accessing foreign savings. I think this is likely to continue
to be the case; as you know, they have been receiving foreign direct
investment inflows in the range of $40 to $45 billion a year for the
last four or five years. Many people believe that with the additional
liberalization that is scheduled in their WTO commitments, there
will be increased foreign investment in sectors that are being liber-
alized, notably, telecommunications, financial services, and various
forms of distribution. Some of the international investment banks
have even predicted that foreign direct inflows will, within a rel-
atively short period of time, be at the level of $100 billion per year.
That is a speculative estimate in my judgment, but whatever the
actual number turns out to be, there is no question that in the re-
cent past, and I would argue at least for the short term, maybe
even the medium term, that foreign direct investment inflows are
going to be more important as a source of finance than access to
ingernational capital markets on either the equity side or the debt
side.

So in summary, I am saying that China has a very, very high
savings rate, as you can see from the figure, averaging about 40
percent over the last 10 years—that probably makes it, with the
exception of Singapore, the highest rate of savings of any country
in the world, or certainly any significant sized economy in the
world—and that their own domestic savings are more than suffi-
cient to finance their investment. This makes them quite different
from most countries, let’s say, in Southeast Asia, where capital
inflows of one sort or another allow these countries to invest at
roughly, let’s say, a 20 percent rate when their domestic savings
I(‘J&i;ce may only be about a 15 percent level. That is not the case for

ina.

The key determinant in my judgment, going forward, on the ex-
tent to which they will continue to tap international capital mar-
kets is the pace of development of their own markets. The stock
markets, we have heard about. Actually, their own domestic debt
markets are even less well-developed and are not a significant
source of funds for the corporate sector today.

And finally, the point that foreign direct investment inflows con-
tinue to be quite important in aggregate amounts and far outweigh
money being raised in international capital markets. I do think the
amounts will go up, both because of liberalization of various sec-
tors, and I think it will go up also as we see more cross-border
merger and acquisition activity as China continues to liberalize its
markets.

Let me stop there. Thank you very much.

Co-Chairman ROBINSON. Thank you, Dr. Lardy. We'll give you
more time for questions as you actually came in under the wire.

Mr. Byrne, over to you.
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STATEMENT OF THOMAS J. BYRNE, VICE PRESIDENT, MOODY’S INVES-
TORS SERVICE

Mr. BYRNE. Thank you.

I am pleased to appear before the Commission to testify as a rat-
ing agency’s perspective on China’s foreign capital regime.

I am a vice president and senior analyst within the Financial In-
stitutions Group at Moody’s, and my primary responsibilities are
not only in China but also Japan, Korea, and the other major coun-
tries in East Asia.

I will pick and choose from the paper that I wrote for the Com-
mission. To start with, I think I should say that Moody’s ratings
as an international credit rating agency are intended to provide
capital market participants with a framework for comparing the
credit quality of debt securities. The credit rating compresses an
enormous amount of diverse information into a single symbol.
Credit quality embraces relative default probability, loss severity,
financial strength, and something we call transition risk, which is
large rating movements.

In addition to economic and financial factors, ratings also reflect
political and other systemic features. What I will focus on is how
these features I think play a role in determining the composition
of capital inflows into China.

While the ordinal ranking of a sovereign rating will not nec-
essarily indicate how much foreign capital a country will attract,
other factors will, and other features within the system do. I would
just like to point out that, of course, in the emerging markets, the
Latin American countries dominate the capital inflows within the
emerging markets, and generally speaking, the Latin American
countries have much lower country ratings than the major East
Asian countries.

In regard to China, Moody’s rating universe, including the cor-
porate ratings, is actually relatively small. There are just under 40
issuers in China that are rated. Of course, the country itself is
rated A3, which is high, which indicates to us that there is a very
low probability of default by the sovereign over a 5- to 10-year pe-
riod. The sovereign should have very little trouble accessing the
international capital market, in other words, if it chooses to do so.

Of the issuers in China that we rate, these companies are domi-
nated by financial institutions. There is only a handful of corporate
ratings.

The number of issuers in a particular country having a rating is
a function of the existence of globalized corporations, the degree of
development of the domestic capital markets, and their integration
into the world economy. That is why, for example, Korea has more
rated issuers than China and why Japan has hundreds of rated fi-
nancial and non-financial corporations, and why the United States
has more than a thousand, and perhaps thousands.

China attracts huge amounts of foreign capital for an emerging
market, as Nick Lardy pointed out, but the composition of the
inflows is paradoxical. China’s open door policy remains selective
and restrictive, encouraging certain forms of foreign capital but dis-
couraging and preventing others.

Industry can be modernized in China with foreign capital, but fi-
nancial markets have not yet been allowed the freedom to fly out-
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side the birdcage of Mao’s orthodox economist, Chen Yun, the bird-
cage that he imposed on non-state economic activity.

This strategy has served China well in its early stage of transi-
tion toward capitalism, fostering fixed capital formation and pro-
tecting systemic stability. For example, capital controls, together
with prudent external debt management by the central government
prevented an overhang of foreign bank-financed credit and vulner-
ability to sudden shifts in creditor confidence. Thus, China escaped
unscathed during the Asian financial crisis.

As Nick Lardy also pointed out, the actual inflows into China of
foreign direct investment are substantial—$40 billion annually—
and likely to increase. In fact, there are signs that they are increas-
ing already in a post-WTO environment.

However, in contrast, foreign portfolio investment into China is
actually small, and foreign debt inflows have become marginal in
recent years. Government policy still does not seek to develop the
domestic bond market, and together with capital controls, prevents
foreign investment in corporate or even government bonds.

The domestic bond market in China is growing, but only because
of government issuances. Corporate bonds account for only about
one percent of the market, and in fact, their place has diminished
in recent years.

China’s investment regime and capital markets will remain seg-
mented and suppressed, in my opinion, until the government al-
lows the private sector to assume the leadership role in the econ-
omy.

Amendment to the Constitution in 1999 stopped well short of
that. The Communist Party, acting through the government, re-
mains reluctant to relinquish its dominance in the banking system,
corporate sector, and even the stock market.

As I noted earlier, China has fewer rated bond issuers than
Korea and much fewer than Japan, and it is not due to the size
of the economy, it is not due to the relative trade, but it has to do
with other systemic factors. One, I think, is that China is in the
process of looking for a new conduit to attract foreign capital other
than direct investment. The investment and trust company experi-
ence proved to be a bust, and the ITICs, which were the previous
windows, are no longer active sources of foreign capital inducement
into China.

Rather, it seems that China is cautiously looking into using IPOs
and selected state companies to attract capital, but although there
have been headline cases that have attracted considerable amounts
of funds, this is still a process that is controlled by the government,
and I don’t think the government is very eager yet to throw open
the door of the birdcage. Moody’s, just to point out, does not yet
have a rating on any truly private entity in China. The imminent
demise of the state sector in China I think is exaggerated.

Another important factor in determining the openness of an econ-
omy to portfolio investment, particularly debt securities, is the ex-
istence of a domestic bond market that is hospitable to foreign par-
ticipation. Some of the preconditions would mean that capital and
interest rate controls must be relaxed, and an institutional frame-
work of legal protection must be there for private sector investor
rights and creditor rights.
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One indication of such protection is embedded in Moody’s ratings
for domestic currency obligations of the government. All the other
major countries in East Asia have this rating, and these ratings
are included in a table in the back of my testimony.

However, China does not, and there are two reasons for this. One
is that still because of capital controls and also interest rate con-
trols, there is very little foreign investor interest or capability in
investing in China’s domestic bond markets. But the second is that
there is a lack of legal protection in terms of creditor rights. So
until there is a major change in that direction, it is most likely
Moody’s will not assign a rating to the government in domestic cur-
rency. In contrast to the government’s rating, we already have in
foreign currency international obligations.

So in conclusion, I think that before China can benefit more fully
from greater access to the international capital markets, there will
need to be a fundamental shift or change in the Chinese economic
and political system as well as its legal system.

I'll stop there.

[The statement follows:]

PREPARED STATEMENT OF THOMAS J. BYRNE
CHINA’S PARADOXICAL FOREIGN CAPITAL REGIME: AN OPEN AND CLOSED SYSTEM

Moody’s ratings are intended to provide capital market participants with a frame-
work for comparing the credit quality of debt securities. A credit rating compresses
an enormous amount of diverse information into a single symbol. Credit quality em-
braces relative default probability, loss severity, financial strength and transition
risk (large rating movements). In addition to economic and financial factors, ratings
also reflect political and other systemic features, particularly for sovereign ratings.
In corporate ratings, similar factors are described as the operating environment.
This paper addresses how these features also play a role in determining the com-
position of capital inflows into China.

The ordinal ranking of sovereign ratings will not necessarily indicate how much
foreign capital a country will attract. Relatively low rated Latin American countries
have dominated emerging market capital inflows because of other features at play
in addition to default probability of the sovereign. Although the analytical emphasis
on sovereign ratings is primarily on default probability (or severity of loss for lowly
rated countries such as Argentina), sovereign defaults are rare. The Asian crisis pro-
duced no sovereign bond defaults. The three sovereign international bond defaults
in recent years happened outside East Asia—Ecuador, Ukraine and Pakistan (Ar-
gentina has not defaulted, yet). The analytical emphasis for the banking sector also
includes financial strength. This is because, in the case of bank ratings, the regu-
latory safety net in most countries provides outside support independent of the in-
trinsic financial strength of the particular bank.

In regard to China, Moody’s ratings universe is relatively small, although it is
gradually increasing as state-owned companies seek to tap the international bond
markets. Sovereign foreign currency securities are rated A3, indicating very low
probability of default over a 5-10 year horizon, in Moody’s opinion. Only about 40
issuers in China, including the sovereign, have ratings—these are dominated by fi-
nancial institutions; only a handful of corporations have ratings. The number of
issuers in a particular country having a rating by an international credit rating
agency is a function of the existence of globalized corporations and the degree of de-
velopment of the domestic capital markets and their integration into the world econ-
omy. That is why Korea has more rated issuers than China, and why Japan has
hundreds of rated financial and non-financial corporations and the United States
has thousands.

China attracts huge amounts of foreign capital for an emerging market, but the
composition of the inflows is paradoxical. China’s Open Door Policy, remains selec-
tive and restrictive, encouraging certain forms of foreign capital, but discouraging
and preventing others. Industry can be modernized, but financial markets have not
yet been allowed the freedom to fly outside the birdcage that Mao’s orthodox econo-
mist, Chen Yun, imposed on non-state economic activity.
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This strategy has served China well in its early stage of transition towards cap-
italism, fostering fixed capital formation and protecting systemic stability. For ex-
ample, capital controls, together with prudent external debt management by the
central government, prevented an overhang of foreign-bank-financed credit and vul-
nerability to sudden shifts in creditor confidence. China was largely unscathed by
the Asian financial crisis. The heavy reliance on domestic financing intermediated
by the state-owned banking system and, increasingly, by the state-controlled and
dominated stock market, provides key support to the state owned enterprise system
as it is gradually restructured and commercialized.

China has a wide, open door to foreign direct investment, typically in the form
of joint ventures with state owned non-financial firms. Such inflows, which have
been sustained at about $40 billion annually in the past five years, and show signs
of rising further in the post-WTO environment, are by far the largest in Asia, and
are multiples of FDI inflows into Japan even (see appended Table A). This has
served China well in its acquisition of technology and addition of export capacity.
Indeed, the value of China’s exports may surpass that of Japan’s before the end of
this decade if recent trends continue. The rapid growth in foreign-invested enter-
prises has also helped boost official foreign exchange reserves, generate employ-
ment, and bolster the government’s weak fiscal capacity.

Foreign portfolio investment inflows, in contrast, are very small, and foreign debt
inflows have become marginal in recent years. Government policy still does not seek
to develop the domestic bond market, and together with capital controls, prevents
foreign investment in corporate or even government bonds. The domestic bond mar-
ket in China is growing, but only because of government issuances. Corporate bonds
account for only 1 percent of the market, and their place has diminished in recent
years. While China’s domestic stock exchanges are the star performers in Asia this
year, and market capitalization has risen to more than 50 percent of GDP from zero
in the past decade, foreign participation remains relatively minor, and non-state
listings are a very small part of the market.

China’s investment regime and capital markets will remain segmented and sup-
pressed, in my opinion, until the government allows the private sector to assume
the leadership role in the economy. Amendment to the Constitution in 1999 stops
well short of that. The Communist Party, acting through the government, remains
reluctant to relinquish its dominance in the banking system, corporate sector and
even stock market. My guess is that this will remain the case, although WTO-in-
duced liberalization will speed up the commercialization of the state sector. In-
creased competition in the financial sector from a greater foreign presence, per-
versely, could weaken the post-Open Door banks that are not under the direct con-
trol of the central authorities. On the other hand, the large state-owned banks,
which are intrinsically very weak, but too big to fail, remain protected and sup-
ported by the central government and will likely continue to dominate the financial
sector.

Vulnerabilities to crisis in a closed system such as China are domestic, not exter-
nal (unless some unforeseeable development chokes FDI inflows and export perform-
ance). The low level of exposure to foreign bank credit dampens contagion effects
such as those seen in the Asian crisis. In fact, the large reduction in foreign bank
debt in the wake of the Guangdong Investment and Trust (GITIC) bankruptcy in
1998 did not affect FDI inflows, which remained large while official foreign ex-
change reserves continued to rise. The Chinese economic system will remain stable
as long as the workers and bank depositors, and increasingly individual stock mar-
ket investors remain confident that the economic and social policies of the govern-
ment will continue to lead to a rising standard of living.

If, however, the Chinese authorities shift policy, and decide that large foreign
portfolio equity is good for the economy, formidable institutional obstacles will need
to be removed. Market-determined interest rates and credit risk judgements will
need to allocate financial resources. Corporate governance, in all its facets, will need
to be promoted. Limits not only on foreign participation in the stock market will
need to be reduced or eliminated, but also government ownership of banks and firms
will need to be downsized or relinquished to enlarge the scope for the private sector.
Growing fiscal strains, or rising unemployment, may prompt the government to take
the next quantum leap in reform, which would provide an even wider opening for
foreign capital, potentially.

However, the record in Asia shows that, in government-directed economies, the
course of reform was not predictable and gradual, but rather evolved discontinu-
ously. Financial and capital market reform was a by-product of crisis. Korea, pre-
crisis, had a precise blueprint for liberalization, but the system was only marginally
changed. Rather, the dire effects of the 1997 crisis galvanized political will and led
to liberalization measures which induced unimaginably high FDI inflows and port-
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folio investment inflows compared with the pre-crisis regime. This helped stabilize
the balance of payments and boost Korea along its V-shaped economic recovery. Re-
form-induced capital could still play an important role in cushioning the Korean
economy from the downturn in global economic conditions, and in enhancing its
competitiveness in the global economy. But the political consensus for reform would
need to be refreshed.

As I noted early, China has fewer rated bond issuers than Korea and much fewer
than Japan. This is not strictly due to size, the Chinese economy is much bigger
than Korea, nor is it strictly related to trade, as China’s exports are greater than
Korea’s and catching up to Japan’s. Other factors are the reason. One is that China
has relied heavily in the past on using financial institutions and conduits of foreign
debt capital, namely, the investment and trust companies. But the bankrupt GITIC
and other near-bankrupt ITICs in other regions are no longer active windows for
the inducement of foreign capital. The government has allowed there institutions to
falter and, accordingly, they have very low ratings from Moody’s. Other financial in-
stitutions in China that continue to receive relatively high ratings from Moody’s are
those that are important enough to receive government support so as to maintain
systemic stability—such as the four large state-owned banks. Prudence on the part
of the government will prevent the extension of such support to other, new institu-
tions. In the wake of the ITIC debacle, the government has taken a very cautious
approach to introducing new institutions or markets to attract other forms of cap-
ital, particularly portfolio investment. The government determines and controls
which state owned firms or banks are allowed to seek and international rating, as
a prelude to an IPO and eventually to raise funds from international bond markets.
And the government is not eager to throw open the door of the birdcage. Moody’s
does not have a rating on any truly private entity in China, yet.

Moreover, another factor determining the openness of an economy to foreign port-
folio capital inflows has to do with the existence of a domestic bond market that
is hospitable to foreign participation. These means capital and interest rate controls
must be relaxed, and the institutional framework and legal system must offer pro-
tection for private sector investor rights. An indication of such protection is embed-
ded in Moody’s ratings for domestic currency ratings of the government (see Table
B). The government of Japan, like all advanced countries, has a rating for its bond
obligations; and Japan has a very active domestic bond market in which Moody’s
provides ratings consistent with its internationally recognized rating system. The
government of Korea was assigned a domestic currency rating for its bonds and
notes post-Asian crisis. Weak institutional features in this market have, however,
continued to hamper foreign participation and have prevented Moody’s from extend-
ing its international rating system to the domestic Korean bond market.

In the case of China, Moody’s has not assigned a domestic currency rating for the
government, in part because of lack of investor interest (interest and capital controls
discourage foreign participation), but also because of the lack of protection for credi-
tors under the current legal system in China. Before China can benefit more fully
from greater access to the international capital markets, there will need to be fun-
damental changes in the Chinese economic, legal and political systems. China has
much unrealized potential; if WTO means that China has chosen liberalization,
China1 will increasingly attract portfolio investment from the large pool of global
capital.

TABLE A.—BALANCE OF PAYMENTS CAPITAL INFLOWS, GROSS

($ BILLIONS)
1998 1999 2000

China:

FDI $44 $39 $38

Equity securities 1 1 7

Debt securities -1 -1 0
Korea:

FDI 5 9 9

Equity securities 4 12 12

Debt securities —4 -5 -1
Japan:

FDI 3 12 8

Equity securities 16 104 -1

Debt securities 40 23 49

United States:
FDI 178 301 288
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TABLE A.—BALANCE OF PAYMENTS CAPITAL INFLOWS, GROSS—Continued
($ BILLIONS)

1998 1999 2000

Equity securities 42 112 194
Debt securities 227 242 281

Sources: IMF International Financial Statistics and national official.

TABLE B.—MOODY’S RATINGS

Government
(dom. cur- Avg. BSFR!
rency)

Foreign Cur-
rency Ceiling

China A3 Not rated E+
Korea Baa2 Baal E+/D—
Japan Aal Aa3 D—
United States Aaa Aaa B

1 Average bank financial strength rating for rated banks in system, ranging from A for exceptionally intrinsic strength to E for intrinsically
weak banks requiring outside support.

Co-Chairman ROBINSON. Thank you very much, Mr. Byrne.
Mr. Harner, we’ll hear from you now.

STATEMENT OF STEPHEN M. HARNER, PRESIDENT, S.M. HARNER AND
COMPANY (SHANGHAI)

Mr. HARNER. Thank you.

I am very pleased to be here. I would say that my experience
comes more as a practitioner. Having been active as chief rep-
resentative of Deutschebank in Shanghai for four years, I person-
ally dealt with many of the companies that I suppose now are
under inspection, H share companies or Red Chips or B share com-
panies—in other words, companies that have been raising funds
internationally, including from the bank with which I was associ-
ated at the time.

I would like also to skip through the presentation and refer to
some of the comments made by other panel members.

I would endorse, first of all, the comment of Nick Lardy con-
cerning the overall funding capability of the Chinese financial mar-
kets in terms of their own investment needs. There is no question
that China has the savings and is able to mobilize the savings do-
mestically to meet the vast majority of their domestic investment
requirements if we look at it from a macro perspective.

At the same time, though, we have obviously seen an increase in
international equity or international debt and international fund-
raising by Chinese entities. And let us be clear about what we
mean by Chinese entities. Obviously, we are talking about cor-
porate entities in some cases, but it gets a bit more complicated
than that.

I would like to clarify the categories of the entities that we have
seen issuing in international markets. We should differentiate be-
tween red chips, H share companies, and other companies, includ-
ing B share companies.

Red chips, as the Commission I am sure is aware, are companies
in Hong Kong that are controlled by a Chinese entity, that are
under Chinese control. And because the controlling companies are
always state-owned companies, I would endorse also the point that
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the death of state-owned enterprises is certainly prematurely an-
nounced.

The companies we refer to as red chip companies, certainly the
companies that are H share companies, are state-owned companies,
not withstanding that they have offered some minority equity
shares in the public markets. Red chip companies include not just
operating corporate entities, they also include so-called window
companies of government agencies and government entities in
China.

In my remarks, I append something called “A Relationship Chart
of PRC Companies Listed Abroad.” This actually traces those com-
panies—most of them; there are a few missing, but generally
speaking, it is pretty up-to-date—and it lists the companies listed
abroad, including the B share market, also including the Hong
Kong Growth Enterprise Market, the second Board of the Hong
Kong Exchange, NASDAQ, New York Stock Exchange, as well as,
of course, Hong Kong, and traces back the ownership or the deriva-
tion of these companies, generally speaking, to the State Council,
also to the Chinese Military Commission.

The point is that the Chinese companies that have been ven-
turing abroad to raise funds are state-owned companies. Of course,
this is the nature of the Chinese economy: the big state-owned com-
panies that are now funding themselves in international markets
are to some extent privatizing. It is a process that we are observing
of sectors in the Chinese economy that have to become more com-
petitive internationally, or competitive domestically, needing funds
and therefore seeking funds through the equity market.

The point has been made that the domestic equity market is
much more important than the international equity market. That
certainly is true, and that will only become truer in the future. The
Chinese equity market is very substantial. There are many prob-
lems, there are many flaws, but generally speaking, a successful
domestic equity market and a dynamic functioning domestic equity
market is a strategic imperative for the Chinese leadership and for
China’s economic development. And the Chinese leadership from
Zhu Rongji all the way down is united in wishing to make the do-
mestic equity markets better and to ensure that they function prop-
erly. We have seen daily actions of the regulators in China, the
CSRC, the Chinese Securities Regulatory Commission, trying to
regularize and rationalize and standardize this market.

And we should say that the market, again, is increasingly capa-
ble of financing China’s requirements. But this has not always
been true. Before 1997, before 1998, the Chinese domestic equity
market was really very shallow, and that was one of the reasons
why so many of the Chinese companies ventured abroad. Particu-
larly, they ventured abroad into Hong Kong.

Another reason that they ventured into Hong Kong was obvi-
ously in advance of the handover of Hong Kong to Chinese sov-
ereignty or the reversion of Hong Kong to Chinese sovereignty.
PRC entities wanted to establish their positions in Hong Kong and
took advantage of the markets there to establish local companies
registered in Hong Kong. These are the red chips. And in many
cases, these red chip companies were, as I mentioned before, win-
dow companies, which is to say they are essentially entities directly
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under PRC municipalities and provinces. Most provinces, and
many large municipalities, including Shanghai, Beijing, Tianjin, es-
tablished companies in Hong Kong as funding vehicles through
which they raised capital and invested back in China.

In a sense, the Chinese saw that Morgan Stanley and other for-
eign investment banks were intermediating capital, and they de-
cided that they should take out the middleman. They saw that they
could get into the business of establishing their own merchant
banks in Hong Kong to raise capital for investment in China, and
that explains to a great extent the red chip phenomenon. That phe-
nomenon had its real heyday before the Asian financial crisis and
in really a flurry of activity or a bubble of activity, ending in late
1997. But the red chips are still prominent.

There is much to say, but let me conclude by saying that when
we consider the impact of Chinese entities in international finan-
cial markets, first of all, I think we should look at where the real
core of activity is, and that is between Shanghai, or the domestic
markets, and Hong Kong. These markets are becoming increasingly
integrated. I believe the point was made this morning that H share
companies, companies that have issued abroad, particularly in
Hong Kong, are now in fact reissuing in China. They are issuing
A shares in China.

Red chip companies soon, if news reports are accurate—and I be-
lieve they are accurate—red chip companies that have issued in
Hong Kong will be allowed to issue China depository receipts,
CDRs, on the domestic capital markets, so that those red chips who
want to raise renminbi in the domestic markets will be able to do
so through a mechanism like an American depository receipt, ex-
cept in the China market.

So we see an increasing integration of Hong Kong and China
where there is really very definitely sufficient capital to meet Chi-
na’s needs and the needs of these corporations.

New York, of course, is also a place where certain of the Chinese
companies are raising funds. It is really a matter of, from the un-
derwriter’s perspective, where the market is, where there is inter-
est among investors to invest in Chinese equity or debt. In my re-
marks, I also look at some of the trade reports of where major
placements have been done of Chinese equity and debt issues, and
what you see is a fairly diversified placement in Europe, Asia, and
the United States, and it almost breaks down to 30—-30-30 percent
in these areas, with a little bit higher weighting in Asia.

Generally speaking, in conclusion, I would say that Chinese mar-
kets are active and will continue to be active. The main activity,
though, will remain between China and Hong Kong, and there will
not be an urgent or a great requirement for China to raise funds
from the U.S. market, but to the extent that there is an appetite
here for China issues, they will be distributed here as well.

Thank you.

[The statement follows:]

PREPARED STATEMENT OF STEPHEN M. HARNER

It is a great honor and privilege for me to be able to testify before the U.S.-China
Commission. During a 25 year career in finance, consulting, and government service
in Greater China and Japan, I have observed first-hand how often perceptions and
preconceptions about financial and business relations between the United States
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and these countries have departed from reality, and how usually U.S. interests—
both commercial and national—would have been better served through careful anal-
ysis.

I hope that my testimony today will serve to clarify the reality as well as the im-
plications of the relationship between China and Chinese entities and international
financial markets. To the extent possible, my testimony will offer quantitative sup-
port for my conclusions, as we are, after all, discussing money. I feel strongly that
speaking in quantitative terms—putting a price on the matter, as it were—is an im-
portant, perhaps the most important, step in reaching justifiable conclusions, at
least concerning the question we are discussing.

WHAT ARE CHINA’S CURRENT AND PROJECTED CAPITAL NEEDS?

I. China’s Development Capital Needs—How Much from International Markets?

A. Investment and Fund-Raising During the Ninth Five Year Plan Period

For most of the past two decades, and particularly since 1992, China’s economy
has been in transition from the centrally-planned, wholly state-owned system to a
“mixed” system with a drastically reduced state-owned sector. This transformation
is nowhere complete and, indeed, is certain to last at least another decade. During
this period, the hand of government has been and will remain strong, and “five year
plans” remain highly relevant as indicators of where government will directly or in-
directly (through its control of the financial system and major institutions) direct
investment.

What will be the capital needs of China in the coming decade and, particularly,
during the next five years or so? And to what extent will foreign capital be accessed
or required? To answer this question, let us first observe the record of the five years
1996-2000, the period of China’s Ninth Five Year Plan (FYP).

Figure 1 China Fixed Asset Investment as Percent of GDP
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Figure 1 provides data from the period 1996-2000 showing the robust investment
performance of the Chinese economy. In each of these years, investment in fixed as-
sets—including capital construction, technological upgrading and transformation,
and real estate—exceeded 30 percent of GDP. During the last three years the num-
ber was between 36 and 37 percent. In absolute figures, this amounted to cumu-
lative investment of over USD 1.7 trillion. (Note: until 1999 these data are greatly
under stated, since non-state-owned units were not included. From 1999 the figures
are for “the whole society” excluding collective units and individuals.

Anyone who knows China knows that a significant part of the funds invested will
generate little or no returns, or were simply wasted. Still, it is reasonable to accept
the input figure as a measure of funds invested.
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B. Contribution of Foreign Capital

What was the source of these investment funds? More specifically to our inquiry,
to what extent did foreign capital contribute funds to these capital investment un-
dertakings?

Figure 2 provides figures and identifies sources of that foreign capital that en-
tered China during the period 1999-2000. The total amount was USD 289.7 billion,
a figure roughly 17 percent of total fixed asset investment.

These figures leave no doubt that foreign capital has been a major contributor to
China’s development, and that foreign capital has played a role in meeting China’s
capital needs. But the issue becomes more complicated upon analysis.

Figure 2 Sources of Foreign Capital Invested in China {1986-2000}
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1. The dominant role of FDI

What is clear from Figure 2 is that the lion’s share (74 percent) of foreign capital
entering China in the five year period was foreign direct investment (which included
“in kind” investment, including technology). The cumulative total FDI was USD
213.5 billion during the period. This was money invested by GM, Dupont, IBM,
Sony, NEC, Volkswagen, Ford, BASF, BP, Unilever, Proctor & Gamble, GE, Motor-
ola, Coca-cola, and many other foreign companies in productive plants, equipment,
and real estate in China. Except for the occasional spin-off floatation of a China-
related infrastructure or other investment entity in the Hong Kong market (of which
more below), FDI—notwithstanding its substantial volume—had little direct impact
as a use of funds from the international markets.

After FDI the next largest component of foreign capital was foreign loans, which
totaled USD 55.9 billion over the period. This category includes bank and IFI loans
to Chinese enterprises and government agencies and bond issues by government en-
tities. Unquestionably, these loans were drawn from the international marketplace,
but amount was small at approximately USD 11 billion a year. (It should be noted
that there is a discrepancy between the annual increase in this figure—up USD 29.9
billion in 2000—compared with the figure of USD 10 billion for the sources of for-
eign capital investment. Total foreign borrowing outstanding at the end of 2000 was
USD 181.8 billion.

2. International equity issues

The final category of foreign capital absorbed by China, “other,” captures the eq-
uity sold to foreign investors by Chinese entities, as well as international leases. In
2000 the equity figure was USD 6.9 billion out of a total “other” of USD 8.6 billion.
In 1999 the equity figure was USD 6.1 billion out of a total of USD 610 million,
out of a total of USD 2.1 billion.
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International equity issues, as well as international bond issues, are straight-
forward examples of capital markets fundraising. The very substantial beginning of
this activity was Chinese entities in 1997 was interrupted by the Asian financial
crisis which had the effect of shutting out most new issues during the following two
years. Clearly, 2000 saw a resurgence of international equity issues by Chinese enti-
ties. We will examine this trend in detail below.

3. China’s recent record of capital earning self-sufficiency

It has been observed (Lardy, 1998) that net-net, China has proven to have a lim-
ited absorptive capacity for foreign capital. The more precise and germane point to
our current discussion would be that China has proven able since 1992 to attract
or earn far from international sources other than the capital markets, than it has
been able to use, despite large unofficial capital outflows, with the result that inter-
national reserves have grown substantially.

Some figures and calculations illustrate this point. (Of course we accept that these
figures are rough and some can only be approximations.) In the period 1996-2000
net FDI (inward investment minus China’s outward investment) and current ac-
count surpluses reached a cumulative USD 192.7 billion and USD 111.9 billion re-
spectively. Thus, according to official accounts, China’s receipt of foreign capital in
excess of and after meeting its import requirements came to USD 304.6 billion. Dur-
ing the roughly equivalent period of 1995-1999 the amount of foreign currency
funds calculated to have left China “unofficially” as capital flight was USD 144.5
billion,! while from 1996 to 2000 additions to official exchange reserves totaled of
some USD 92 billion (Figure 3). This rough total of capital flight and additions to
foreign exchange reserves comes to USD 236.5 billion.

4. Actually a growing source of capital in the international markets

The difference of USD 68.1 billion between these figures evidences the deficiencies
in Chinese statistics. Very likely the figures failed to capture the huge volume of
smuggling that plagued the market during the 1996-1998 period. The strong sug-
gestion, however, is clear: At least in the recent past China has been extremely suc-
cessful at meeting its foreign exchange needs without necessarily accessing inter-
national capital markets. Indeed, as its official reserves increase China has become
a net supplier of capital to the international markets, and, as we see in Figure 3,
the volume of such supply is expect to increase in the next few years.

Figure 3 China’s Official Foreign Exchange Reserves

300

250

208.2

200

164.7

150

USD billions

100

73.6

50 §

1995 1996 1987 1008 1889 2000 2001 (F) 2002 (Fy
2001-2002 forecast by Deutsche Bank

Source: China Statistical Yearbook 2001 and DB Global Markets Research

1Li Qingyun, Journal of Economic Research (Beijing), August 2000.
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1I. Capital Needs During the Next Five Year Plan Period

Without question, China’s capital needs will increase during the Tenth Five Year
Plan period (2001-2005). These needs will include: (1) funds for fixed asset invest-
ments (we saw above that during the previous FYP period these needs came to some
USD 1.7 trillion), including infrastructure; (2) funds for restructuring the financial
system, particularly for recapitalizing the state banks in advance of the new Basel
II Accord; and (3) funds for financing its pension system. Let us look at each of
these major requirements in turn, particularly from the standpoint of demands on
the international financial markets.

A. Fixed Asset Investment and Major Projects in the Tenth FYP Period

If investments in productive assets continue at roughly the same rate over the
2001-2005 period as was witnessed in the previous five year period, China will in-
vest some USD2.5 trillion in projects within the country during this period, an aver-
age of USD 487.6 billion each year. How much of this will be financed in the inter-
national markets?

To help answer this question, it could be helpful to consider four the major
projects that will require funding. These are:

—a. The Beijing-Shanghai rapid train system project

—b. The East-West gas pipeline project

—c. The project to divert southern water to the North

—d. The project to transport hypopower from West to East

In addition to these massive projects, the campaign to “Develop the West” will
continue to require substantial funding of extensive infrastructure—highway,
bridge, railway—projects. In addition, a number of massive new industrial material
projects—particularly in petrochemicals—have been approved and will be developed
during this period. Also, localities will continue to build and improve all manner
local infrastructure, transport, and public utilities.

Without going into details, suffice it to say that all of these projects will require
some foreign technology and, in the case of the Beijing-Shanghai rapid train and
East-West pipeline projects, the requirement will be substantial. In the past, when
a project required considerable foreign technology, China normally sought first to
obtain some portion of foreign debt financing for the project on concessionary terms
from the foreign technology suppliers and their governments (this is the case, for
example, with the Three Gorges Project). Alternatively, or perhaps concurrently, if
the project were in an “open” sector, foreign investment would be considered (this
has been the case, for example for the KruppThyssen-invested stainless steel plant
in Shanghai, and will likely be the case for the large petrochemical projects, the Bei-
jing-Shanghai rapid train project and East-West pipeline projects). If a new joint
venture was to be formed with the Chinese partner matching cash provided by the
foreign investor (a good example is the 50-50 percent investment of Shanghai Auto-
motive Industrial Corporation and General Motors in the USD 1.6 billion Shanghai
GM project) then the Chinese company could consider raising funds through an IPO
or addition equity issue, either in the domestic “A” share market, or in off-shore
markets. IPOs of SAIC, Baosteel, Sinopec, Petrochina, and CNOOC (discussed in de-
tail below) are examples the new approach.

In general, as we have seen, China evidences a preference for equity for debt, and
for FDI (i.e., equity investment from strategic investors) over portfolio investment.
We expect this preference to continue.
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Figure 4 Chinese Government Debt Issuance

60}

50

USD billions

1996 1997 1998 1999 200
Source: China Statistical Yearbook 2001

B. Recapitalizing the Banks

Throughout the past twenty years, China has boasted a relatively low level of
budgetary borrowing. (Note: In China’s unitary budgeting system, all debt is issued
by the central government. Provincial and other lower level government units are
prohibited from issuing debt instruments.) While domestic and, to a very limited ex-
tent, external government borrowing has increased during the second half of the
1990s to a level of over the equivalent of USD 56 billion annually in 2000 (Figure
4), the volume of outstanding government debt still remains at very low and man-
ageable levels (Figure 5).

Figure 5 Chinese Government Debt as Percent of GDP
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1. Bank loan assets as disguised government deficit spending

Government debt in China has been and remains low because the state banking
system has been used as an extra-budgetary vehicle to provide investment funds to
the state-controlled enterprises and projects. In this sense, loans from the banking
system to the state sector and infrastructure have been a disguised form of govern-
ment deficit spending (including, of course, investment).

It is the traditionally indistinguishable role of banks and central and government
agencies, and state-owned enterprises, in undertaking state-sponsored “investment”
and the consequently inextricable involvement large parts of the state-owned enter-
prise sector that are in financial distress, that account for the massive volume of
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uncollectible loans within the state-owned commercial banks, which dominate the
financial sector. The four big banks are Bank of China (BOC), Industrial and Com-
mercial Bank of China (ICBC), China Construction Bank (CCB) and Agricultural
Bank of China (ABC). Even the banks themselves do not know the scale of
uncollectible debts, but I would suggest that 25-35 percent of outstanding loans (an
amount equivalent to roughly USD 267 billion or some 25 percent of GDP) is a rea-
sonable estimate. This volume of bad debts is net of the RMB 1.45 trillion (USD
175 billion or some 16 percent of GDP) in non-performing loans (NPLs) transferred
by the four state-owned banks to so-called asset management companies (AMCs) set
up in 1999-2000 by the Ministry of Finance.

Non-state banks—which occupy a much smaller position—have not been immune
to the disease of bad banking practice engendered by the legacy of central planning.
As long as the state-owned banks dominate the financial markets and thereby es-
sentially set market and credit standards, “good banking” will be difficult in China.
I would estimate that NPLs in the ten commercial banks account for an estimated
10 percent of outstanding loans. This would be the equivalent of some USD 12.1 bil-
lion, or 1 percent of GDP.

Much more serious than the NPLs of the commercial banks, or even of the state-
owned banks, are the NPLs of the rural credit cooperatives and urban credit co-
operatives (now often converted into “city commercial banks”) and the international
and domestic trust and investment companies (ITICs and TICs) that grew up
throughout China in the 1990s. These entities, even more than the state-owned
banks, were like piggy-banks in the hands of local officials. Most of the funds ex-
tended as loans were for commercially unviable projects or enterprises. NPLs in
these entities are certainly greater than 50 percent of loans.

2. The recapitalization challenge: USD 466 billion

In aggregate, what is the magnitude of bad loans in the Chinese financial system?
Figure 6 takes outstanding loans of the financial institutions described above (in-
cluding the four AMCs) and calculates a level of write-offs and subsequent recapital-
ization requirements of 30 percent of total loans outstanding at the end of June
2001.(;I‘he resulting figure is USD 466 billion, equivalent to 43 percent of China’s
2000 GDP.

Figure 6: China’s Bad Loan Burden
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This is not at all a surprising figure. It is roughly the same as the amount cal-
culated for Thai bank recapitalization in the wake of the Asian financial crisis, and
is on an order of magnitude of the amount of bad loans accumulated in Japan’s fi-
nancial sector after the collapse of the bubble economy. This figure shows the extent
of waste and resource mis-allocation inherent in the state-controlled, planned eco-
nomic system that is China’s economic legacy. What we can appreciate from this fig-
ure is, in a real sense, GDP and GDP growth rates have been overstated in the past
twenty years by the magnitude of this bad loan volume. It is equivalent to saying
that 2 percentage points of China’s recorded GDP growth over the past 20 years has
been illusory.
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3. How will the recapitalization be financed?

Whether it is the state-owned banks, the commercial banks, the rural or urban
cooperative banks, or the ITICs, Chinese policy-makers know that it is critical that
they take effective action to clean up the banks and other financial institutions and
to restore some measure of solvency to the financial system.

How will the recapitalization be financed? I would suggest three or four primary
sources, in order of importance:

Sources of Recapitalization Funds

1. For the four state-owned banks:
a. Accumulated retained earnings (bolstered by changes in reduction in taxes).
b. Periodic injections of cash equity or swaps of Treasury securities from the
Ministry of Finance (i.e., future repetitions of the process seen in “transfers
to the AMCs”).
c. Issuance of subordinated debt (quasi-equity), primarily in the domestic mar-
ketplace, but also in overseas markets.
d. Partial sales of equity in the domestic marketplace.
e. For Bank of China, China Construction Bank, and ICBC, sale of equity in
overseas (especially Hong Kong and London) entities.
2. For the commercial banks:
a. Sales of new equity in IPOs and repeat issues in the domestic market.

i. This has already been realized for Shenzhen Development Bank, China
Minsheng Bank, and Shanghai Pudong Development Bank. All other com-
mercial banks will follow in the next 12-24 months.

b. Accumulated retained earnings.
c. Sales of equity to strategic investors (i.e. other banks).
d. Issuance of subordinated debt (quasi-equity), primarily in the domestic mar-
ketplace, but also overseas.
3. For the urban credit cooperatives (city commercial banks):
a. Acceptance of new equity investment from domestic corporations and over-
seas IFIs (e.g., the International Finance Corporation).
b. Cash injections from provincial governments.
c. Sales of equity in the domestic equity market.
d. In a few cases (e.g., Bank of Shanghai), acceptance of overseas investment.
e. Accumulation of retained earnings.
4. For the rural credit cooperatives:
a. Direct equity injections from government supervisory organs.
5. For AMCs:
a. Gradual liquidation through phased write-offs of NPL portfolio values (loss
absorbed by Ministry of Finance).

4. Over what time frame?

Recapitalization of the financial system along the lines described above is in proc-
ess. Completion of the process will take a decade at least.

5. Impact on global and, particularly, U.S. capital markets

As outlined above, recapitalization of China’s financial system will involve access-
ing debt and equity markets outside of China. This is expected to become spectacu-
larly clear in 2002 when Bank of China Group floats its Hong Kong banking fran-
chise in the international equity market. The exact timing and amount of the IPO
is not know now, but it certainly going to be massive (see more details on the Hong
Kong market below).

Notwithstanding the above, we can confidently predict that for a variety of rea-
sons, international financial markets will play a minor role in financing the recapi-
talization of China’s financial system, while domestic markets will overwhelmingly
dominate in this process. The recapitalization steps outlined in the previous section
rely primarily on the domestic debt and equity markets, either directly for debt and
equity issued by banks, or indirectly, for issues bonds of by the MOF.

6. Real attraction only to domestic investors

As has been shown by the relative success of the few issues of bank shares in
China, the domestic equity market has a large and unsatisfied appetite for financial
institutions’ equity. Even after floating all of the commercial banks shares, financial
companies will be under-represented in China’s equity market compared with other
markets in the world. On a portfolio basis, demand for bank shares (and hence P/
E ratios and valuations) will be higher in China’s domestic market than in foreign
markets (where investors would already have portfolios balanced by sector). Another
factor will be that Chinese financial companies—especially banks—are unlikely to
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be attractive in risk/return terms, on a comparative basis, to investors outside of
China.

U.S. capital markets will primarily continue to be the location for global debt
issues and for limited placements in shares of major Chinese financial offerings, like
that expected from Bank of China Group in which U.S.-based equity and bond funds
will have an interest. This point is discussed further below.

III. FUNDING CHINA’S PENSION SYSTEM

A. A Large and Growing Pension Funding Gap

There is no question that China has a massive problem with unfunded pension
liabilities. Of course, it is not alone in this respect. With the former system of cra-
dle-to-grave security provided by state-owned enterprises in crisis, the Central gov-
ernment is trying desperately to implement a new system based with two Pillars:
(1) a pay-as-you-go transfer from current enterprises and workers to retirees (pool-
ing funds) funded by a payroll tax and administered at the city level as Pillar One,
and (2) funded individual accounts as Pillar Two.

At a conference in Beijing last month that was partly sponsored by the Cato Insti-
tute, researchers reported that the Ministry of Social Security calculated a deficit
in Pillar One of RMB 35.7 billion (USD 4.3 billion) in 2000, an increase from the
deficit position of RMB 18.7 billion in 1999.2 The actual on-going shortfall in Pillar
One is much more severe that these totals suggest, since the deficit has been re-
duced by local government raids on funds in Pillar Two individual savings accounts.
According to the researchers, the amount already transferred from individual ac-
counts has already reached some RMB 200 billion (USD24.2 billion), which creates
an unrecorded future liability for the pension system.

Another paper at the Cato conference 3 quoted a 1996 World Bank estimate which
put the total size of pension debt (present value of pension obligations to retirees
and workers who accumulated pension credit under the old system) at 50 percent
of GDP (1996 GDP was USD277 billion).

At some point, surely many years in the future, the vision of the government is
to have a fully, or largely, funded pensions system based upon fully funded indi-
vidual retirement accounts (more or less, the Chilean model). Significant re-
engineering of the current system are needed to improve incentives for compliance,
foster more disciplined administration, and improve investment returns. Witnessing
how public pension systems are burdening even the richest countries, China’s lead-
ership—always mindful of the pressures of China’s huge population—seems deter-
mined to avoid a similar fate. Still, China’s likely long term pension system solu-
tion—fully funded private accounts—will not solve the problem of today’s retirees,
or, indeed, those scheduled to retire during the next 10-15 years. This is the “tran-
sitional” period during which a large and growing shortfall must be financed.

B. Sales of SOE Equity and the Capital Markets

With the Chinese government apparently ineluctably committed to paying retire-
ment benefits to urban workers, a solution to the problem described above must be
found. The problem is partly a matter of lack of enforcement of the payroll tax to
fund Pillar One. But the problem also seems to be structural.

For the past several years, local and Central government agencies have been seek-
ing to plug the gap through sale of state-held equity in IPO and additional share
offerings for enterprises listed on the Chinese securities markets. These sales were
mandated under legislation in 2000. But with roughly two-thirds of shares of all
1,000 plus listed companies held by the state, the pressure of state-owned share
sales (threat of much more to come) contributed to the decline of the Chinese equity
m:ﬁrk&t this year. This led the government in October to suspend the state shares
sell-offs.

The suspension is surely temporary. Proceeds from selling state shares are needed
both to plug the gap in the pension system noted above, but to pay for many of the
costs of the on-going restructuring and rationalizing the state-owned sector, includ-
ing the costs of providing for or retraining redundant workers.

C. Effect on the International and U.S. Markets

Notwithstanding that the large gap between short- and intermediate-term pension
commitments and current resources, the magnitude by which China or its enter-
prises will seek to fill the gap through the international financial markets is surely

2David D. Li and Ling Li, “The Pension Reform Debt: A Simple Resolution of China’s Pension
System Crisis,” November 2001 (unpublished paper).

3Yaohui Zhao, “The Feasibility and Benefits of a Fully Funded Pension System,” November
2001 (unpublished paper).
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small. As suggested above, the gap in financing will be filled by (1) taxation, (2) sale
of public assets (including shares in SOEs), or (3) public borrowing, or, most likely,
a combination of these three.

The burden of taxation will effectively fall on China’s workers in the form of a
payroll tax. Given the history and known mentality of China’s financial authorities,
we can be certain that public borrowing—to the extent it is meant to pay pensions—
will be in the form of domestic debt issuance, rather than international issues. This
certainty is based on China’s record of carefully controlling foreign borrowing and
ensuring that such borrowing (to the relatively limited extent it has been used) has
been for investment in productive assets, not for consumption.

The one category of sales of state assets, where proceeds have been used to fund
pension benefits, has been in the IPOs and subsequent equity offering of state-
owned enterprises in international markets. An example is the February 2001 IPO
of China National Overseas Oil Corporation (CNOOC) which sold a 20 percent eq-
uity share for US$1.26 billion, with the intention of using the proceeds for working
capital for employee retirement benefits. Such instances have, however, been few,
and their numbers will certainly remain small in the future.

Over time, China’s pension system could become a source of capital for the inter-
national financial markets.

CHINA’S FINANCIAL MARKETS: BIG ENOUGH TO MEET CHINA’S NEEDS?

Are China’s financial markets big and deep enough to meet China’s needs? This
is a critical question. A precise and confident answer is difficult. If forced to commit
to an answer, it would be that China’s markets are not as big as often thought or
publicized, and that these markets are burdened with many problems. Nevertheless,
they are functioning well enough to meet most of China’s needs. Most importantly,
the markets—which are understandably immature given that their history is only
about a decade long—are expected to continue to mature and develop, so as to be-
come more capable of meeting the very substantial financing needs described above.

1. The Equity Markets: Still Evolving, And Not What They Appear

Table 1 below describes China’s two domestic equity markets. The figures are for
end 2000. What is evident is that the markets are already an important part of the
economy. By year-end 2000 1,088 firms had listed on Shanghai or Shenzhen ex-
changes.

The figure for total market value of listed companies is deceptive, because over
about 35 percent of the shares of listed companies in China actually trade on the
exchanges. Market prices are based on this amount of float. If the remaining 65 per-
cent of shares—held primarily by state agencies and state holding companies, and
also by state-owned corporations—were ever to fall onto the market, they would un-
doubtedly sell at a great discount—perhaps only 20 to 30 percent—to the currently
prevailing market price. It is appropriate, therefore, to measure the size of the Chi-
nese equity market, by the value of traded shares, as we have done in Table 1. At
the end of 2000 the size was some RMB 1.6 trillion (USD 195 billion), or approxi-
mately one half the size of Hong Kong.

TABLE 1.—THE DOMESTIC EQUITY EXCHANGES

Shanghai Shenzhen Combined

Shanghai+Shenzhen
Total 2000 Total 2000
f Change vs. i Change vs. Total 2000 Total 2000
RUBOL- ooy e RMBDE - Tlgegrw)  (RMB b (USD bik
fons, ions lions) lions)

Total transactions ... 4,990 39 3,301 103 8,291 1,003
Stocks 3,137 85 2,945 105 6,083 736
Funds 133 -2 147 31 280 34
Bonds 1,690 -3 209 163 1,898 230
Market value of tradeable stocks ........... 848 100 761 92 1,609 195
Listed companies (no.) . 572 18 514 11

Listed shares (no.) ....... 614 17 557 11

Source: Shanghai Securities News, December 30, 2000.

A. A Market Dominated by Entrepreneurial Institutions
Officially there are over 60 million investors in China’s markets, meaning that 60
million is the number of accounts opened by individuals with the securities compa-
nies that are members of the exchanges. This figure gives the impression of a mar-
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ket dominated by small investors, but this impression is erroneous. For a variety
of reasons, the number is probably only one-sixth this number. It is estimated that
there may be 6 to 9 million active individual investors in the markets.

More important than these individuals are the many quasi-legal private invest-
ment funds run by financial management and financial trust companies. Research
by PBOC has found that there are some 7,000 of these companies operating in
Shanghai, Shanghai, and Beijing. PBOC estimates 4 that these funds manage an av-
erage of USD 18 million. Chinese securities companies also offer discretionary and
directed asset management services as part of their core business. The combined
total of funds under management by securities companies is estimated by PBOC at
USD 24 billion. China also has a fledgling mutual fund industry. Adding all funds
under management by these formal and informal institutions together, the amount
of funds invested in the stock markets reaches some RMB 800 billion (USD 98 bil-
lion), approximately 50 percent of the tradable market capitalization. This is a level
similar to the U.S. and other developed markets.

B. Big Problems Requiring a Supply Side Solution

If domination by small investors, and a dearth of sophisticated institutional inves-
tors, is not the problem of the China equity markets, there are many others. Most
fundamentally, these problems stem from the fact that virtually all of the listed
companies are partial privatizations (public sale of a minority shareholding) of a for-
merly 100 percent state owned enterprises. With majority control still in state
hands, and with corporate managers generally unchanged, it has been seen that
management style and mentality in many of these firms retains all the pernicious
characteristics of SOEs. The result is poor corporate performance, abysmal disclo-
sure or outright fraud, and widespread abuse of minority shareholders’ interests.

During 2001 revelations of abuses and malfeasance by listed company manage-
ments and auditors and underwriters created a crisis of confidence in the market.
The situation was so serious that the China Securities Regulatory Commission
(CSRC) was forced to crackdown.

What the abuses, crisis of confidence, and subsequent market downturn revealed
in 2001 what that remedial efforts by CSRC and other government authorities, to
be effective, must be focused on the supply side. What the equities markets in China
and Chinese investors need, desperately, are better companies in which to invest.

C. Performance and Capacity of the Market

As can be seen from Figure 7 below, the equity markets in China—and, to a much
lesser extent, abroad—played a crucial role in financing Chinese enterprises during
the Ninth Five Year Plan period. In the year 2000, Chinese enterprises raised a
total of RMB 153 billion (USD 18.5 billion) in the domestic A share market and
RMB 56.2 billion (USD 6.8 billion) in the overseas markets (primarily Hong Kong).
This equity financing was one-third as much as the increase in loan volume of RMB
648.9 billion (USD 78.5 billion) of China’s state-owned banks during the year.

On the other hand, it can be seen from Figure 7 that the performance of the do-
mestic equity market was uneven during the 1996-2000. To some extent this re-
flected the Asian financial crisis (the crisis’ influence over China’s domestic markets
was more psychological than direct), but a greater effect was the changing fortunes
of listed companies and the conservative, cautious stance of Chinese regulatory au-
thorities evidenced during the period.

It can be said that in 2000 the Chinese domestic equity market finally really
proved itself as being capable of absorbing large issues. (Previously, doubts about
the capacity of the market was a key reason Chinese authorities pushed large firms
to list abroad, particularly in the Hong Kong “H” share market.) Milestone trans-
actions included the sale of RMB 7.7 billion (USD 930 million) in equity in an IPO
by Baosteel Group. The floatation of China Minsheng Bank was another such mile-
stone.

D. “B” Share Market Buy-Back

By the year 2000, the domestic “B” share market was playing no material role
in financing Chinese companies. This market—comprising foreign currency denomi-
nated, non-resident investors purchase only shares of Chinese companies that were
listed and traded on the Shanghai or Shenzhen exchanges—became largely irrele-
vant only a few years after its inception as China’s growing foreign exchange re-
serves allowed the Central bank to relax control on converting RMB to pay for im-

4Stephen Green, “Taking Stock,” CFO Asia, October 2001 quotes a study by Xia Bin, People’s
Bank of China.
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ports. During 2000 B share market liquidity—and share prices—reached new lows,
causing disquiet and inconvenience for issuers and regulators.

The solution to the B share market problem—adopted in June 2001—was to re-
move the “non resident investors only” restriction and allow mainland Chinese in-
vestors to purchase the shares with personal holdings of foreign currency. (Foreign
currency deposits in individual accounts in banks in China are large, on the order
of USD 175 billion. PBOC regulations generally requires that mainland corporations
sell foreign exchange to Chinese banks.) For a time, individual and institutional
Chinese investors piled into relatively underpriced B shares, causing prices to rise
dramatically and liquidity to increase.

Notwithstanding the market’s recent revival, the B share market remains struc-
turally flawed and as ceased to be a viable channel for fund-raising for Chinese com-
panies.

Figure 7 Chinese Enterprises’ Fund Raising in Domestic and International Stock
Markets 1996-2000

B Domestic A share issues (includes A & B share rights issues) BB share issues £1H and N share issues
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E. A Healthy, Growing Equity Market is a Strategic Imperative

The continued evolution and development of a healthy domestic equity market is
a strategic imperative if China is to achieve its many development objectives. Chi-
na’s leadership—and particularly Premier Zhu Rongji—are united on this point.
Vast resources are being devoted rectifying abuses and creating the legal, adminis-
trative, and technical infrastructure required to ensure the dynamic viability and
efficaciousness of the domestic equity market in the future.

I believe that, in essence, China’s domestic equity market has come into its own
as a one of the main sources of funds needed for China’s development. Notwith-
standing that funds needs over the foreseeable future will be enormous, as we have
observed above, I believe that—to the extent these needs will be finance by equity
issues—the overwhelming majority of such issues can be and will be executed in
China’s domestic market.

a. Far to Go in Developing a Bond Market

While the domestic equity market is in good strategic shape, China’s domestic
bond market is so undeveloped—except as a receptacle for government debt—as to
be practically irrelevant. Given PBOC and CSRC restrictions and a dearth of credit-
worthy issuers, virtually all bonds issued are by the Central government and certain
government agencies. Corporate issuance in 1999 was just 2 percent of total bonds
issued. In 2000 corporate issues, at only RMB 8.3 billion (USD 1 billion), were less
than 0.5 percent of bonds issued. Total bonds outstanding in the market at the end
of 2000 comprised RMB 1367.4 billion (USD 165.4 billion) in government debt, and
a mere RMB 86.2 billion (USD 10.4 billion) in corporate debt. Stock market listed
bonds represent just 2 percent of outstanding bonds. Treasury bonds are traded ex-
clusively in the interbank market and the volume is miniscule (0.002 percent of out-
standing bonds traded daily, compared with 8 percent in Hong Kong).
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Obstacles to the development of a significant debt financing securities market in
China seem formidable. For this reason, in the future, as in the past, those Chinese
entities capable of issuing debt securities (and with funding vehicles abroad) will
have to do so in overseas markets, such as Hong Kong.

THE PIVOTAL ROLE OF THE HONG KONG CAPITAL MARKET

During the mid-1990s, and especially in the period 1996-98, dozens of Chinese
companies and administrative units sought and found sources of debt and equity fi-
nancing in the Hong Kong market. During this period, when the China’s domestic
markets were still young and suffering growing pains, a combination of factors im-
pelled Chinese entities to Hong Kong. Among the factors were:

1. The large number of international banks and securities companies willing to
supply of debt and equity financing to Chinese companies registered in Hong Kong
but controlled by mainland authorities (so-called “Red Chips”).

2. The fear of Chinese regulators that domestic markets were too immature and
thin to absorb large equity issues, and therefore the willingness to approve issuance
of “H” shares by large domestic companies.

3. The ability of Chinese firms as with Hong Kong vehicles to issue foreign cur-
rency debt securities, such as floating rate notes (FRNs), without approval of main-
land authorities and without restrictions, taking the proceeds and upstreaming
them as “equity” investments in mainland projects.

4. The popularity of mainland infrastructure-related investments among Hong
Kong individual investors and funds, which allowed PRC government entities as
well as Hong Kong conglomerates like Cheong Kong Group to finance infrastructure
investment through “asset injections” into Hong Kong funding vehicles.

5. The ability of key provinces or provincial level entities like Shanghai and Bei-
jing to raise long-term funds through Hong Kong-domiciled investment companies
like Shanghai Industrial Holdings and Beijing Enterprises which began to function
like captive merchant banks, taking equity positions in local projects and enter-
prises.

Responding to the positive environment, by the late 1990s an astonishing number
of mainland entities had listed vehicles in the Hong Kong market (see Relationship
Chart of PRC Companies Listed Abroad below).

A. H Shares Issuers

Table 2 provides a list of H share issues and issuers by date and amount of cap-
ital raised.

TABLE 2.—CHINESE H-SHARE IPO’S

Total funds
Listed date Company name raised (USD
million)
1-Jul-93 Tsingtao Brewery 114.7
16-Jul-93 Shanghai Petrochemical 1342.4
22-Jul-93 Guangzhou Shipyard International 389
23-Jul-93 Beiren Printing Machinery Holdings ... 29.7
15-0ct-93 Maanshan Iron & Steel 509.2
7-Dec-93 Kunming Machine Tool Plant 17.8
14-Mar-94 Yizheng Chemical Fibre 308.1
3-May-94 Tianjin Bohai Chemical Fibre 52.8
18-May-94 Dongfang Electrical Machinery 62.0
16-Jun-94 Luoyang Glass 118.1
16-Jul-94 Qingling Motors 132.7
26-0ct-94 Shanghai Haixing Shipping 204.1
10-Nov-94 Zhenhai Refining and Chemical 184.7
23-Nov-94 Chengdu Telecommunications Cable ..........cccc.oereveveeriernrienris 58.0
5-Dec-94 Harbin Power Equipment 145.1
19-May-95 Jilin Chemical Industrial 1200.2
22-Jun-95 Northeast Electrical Trans & Transfer .........coeneernneneens 60.0
18-Jan-96 Jingwei Textile Machinery 30.0
24—Apr-96 Nanjing Panda Electronics 66.9
10-May-96 Guangshen Reilway 1543.9
18-Jul-96 Guangdong Kelon Electrical BIAgs. .......cooovovevverericreecieciienis 96.6
28-0ct-96 Anhui Expressway 112.9
12-Dec-96 Shandong Xinhua Pharmaceutical .........c.ccoooverivereerinnrieniis 33.0

5-Feb-97 China Eastern Airline 1279.1
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TABLE 2.—CHINESE H-SHARE IPO'S—Continued

Total funds
Listed date Company name raised (USD
million)

12-Mar-97 Shenzhen Expressway 212.3
21-Mar-97 Beijing Datang Power 465.4
14-May-97 Beijing North Star 219.0
15-May-97 Zhejiang Expressway 440.5
12-Jun-97 Jiangxi Copper Industry Co. 380.7
23-Jun-97 First Tractor Engineering 194.6
25-Jun-97 Beijing Yanhua 229.9
27-Jun-97 Jiangsu Expressway 490.6
25-Jul-97 Angang New Steel 187.3
31-Jul-97 China Southern Airline 1712.4
29-Sep-97 CATIC Shenzhen Holdings 49.1
7-0ct-97 Sichuan Expressway 179.1
17-0ct-97 Chongging Iron & Steel 914
21-0ct-97 Anhui Conch Cement 106.3
30-0ct-97 Guangzhou Pharmaceutical 46.8
21-Jan-98 Huaneng Power International INA
1-Apr-98 Yanzhou Coal Mining Co. 1267.1
30-Jun-99 Shandong Int’l Power 293.6
16-Dec—99 Shenyang Public Utility 92.8
1-Feb-00 Beijing Capital Airport 326.9
7-Apr-00 PetroChina 129229
19-0ct-00 Sinopec 13,468.0
7-Feb—01 Travelsky Technology 143.9
Nov 2001 China Aluminum Co. 2300

Total 15,561.2

1Also NYSE.
2 Approx.

Source: DMG China Digest, April 1998. International Financing Review, September 1997.
Quoted in Yabuki & Harner, China’s New Political Economy (1999).
Recent listings: Author.

B. H Share Characteristics

Looking at the H share companies, it is difficult to discern any particular char-
acteristic, except that these are all state-owned mainland companies which, over the
past eight years, had both the political clout in Beijing to obtain approval to list
in Hong Kong, and had some amount of market appeal. The companies came from
a variety of sectors, with the common feature that they are virtually all old-line in-
dustrial companies with large fixed asset investment requirements.

Very often, the H share companies were in strategic industries in China in which
major international companies hoped to become involved. In some cases these indus-
trial sectors were closed to direct investment, or such investment was highly re-
stricted. Under these circumstances, international majors have seized upon the
issuance of H shares by PRC companies as a chance to form an equity alliance by
buying substantial amounts of the H share issues. This was the case in Zhenhai Re-
finery’s IPO, in which Atlantic Richfield (ARCO) took a substantial share. A large
part of the issue of CNOOC was purchased by Royal Dutch Shell. Vodaphone of the
U.S. took USD 2.5 billion of the placement of China Mobile shares. It is hoped that.

C. The Growth of “Red Chip” Issues in Hong Kong

In the mid-1990s, as Chinese officials and organizations began to anticipate the
reversion of Hong Kong to China in July 1997, a large number of mainland Chinese
commercial groups and entities moved to establish or expand their commercial pres-
ence in (then) colony.

Many of the PRC entities like China International Travel Service, China Overseas
Development, and China Resources had been operating in Hong Kong for many
years. In 1994-97 these companies were joined by many others, including large new
groups like China Merchants, China Everbright, and CITIC, with strong links to the
State Council. (See Relationship Chart of PRC Companies Listed Abroad below.)

A combination of the favorable market environment described above, permissive
regulation in Beijing, and the need for funds to execute unprecedented expansion
activities, including through acquisitions of established Hong Kong companies, en-
couraged many of the PRC-controlled companies to raise capital in the Hong Kong
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market, including through IPOs. These listed companies became known in the mar-
ket as “Red Chips.”

Table 3 presents a list (not exhaustive) of well-known Red Chip companies, in-
cluding some of the IPOs executed by these companies. The year 1997 witnessed the
peak of Red Chip listing. A particular phenomenon during this time was the listing
of Hong Kong “window companies” of major mainland municipalities, including Bei-
jing and Tianjin, following the success of Shanghai Industrial which had listed the
year earlier.

TABLE 3.—RED CHIP COMPANIES AND RED CHIP IPOS IN HONG KONG

" Funds raised
Companies Date USD millions

Well Known Red Chip Companies:
Citic Pacific
China Resources
Everbright International
China Overseas
Citic Ka Wa Bank
China International Travel Service (Hong Kong)
Shanghai Industrial
Guangdong Enterprises
China Merchants Holding
Red Chip IPOs Hong Kong Stock Exchange:

Shun Yip Investment Ltd 07-Mar-97 ... 259.5
Chu Kong Shipping Development Co., Ltd. .....cccoooviimrineirncinniseis 23-Apr-97 . 116.9
Beijing Enterprises 29-May-97 242.0
Gzi Transport Ltd. 30-May-97 435.4
Casil Telecommunications Holdings Ltd. ....... 11-Aug-97 119.0
China Telecom 23—0ct-97 . 3,943.9
Tianjin Development Holding Ltd. 10-Dec-97 . 515.8
China National Aviation Co., Ltd. 17-Dec-97 . 684.8
Zhu Kuan Development Co., Ltd. 26-Apr-98 . 67.8
Brilliance Motors 22—0ct-99 . 1,245.7
TCL International Holdings Ltd. 26-Nov—99 . 465.0
China Unicom Ltd. 22-Jun-00 . 49775
China National Overseas Oil Co. Ltd. (CNOOC) .....cccovvevvvererreerrrrrrrnenne 28-Feb—01 1,280.1

D. Hong Kong’s “Growth Enterprise Market”—Hope for China’s Private Companies?

In 1999 and 2000, in a response to the success of NASDAQ in financing small
and start-up technology companies, Hong Kong’s Stock Exchange launched a second
board, called the Growth Enterprises Market (GEM), with less stringent listing re-
quirements than the regular HKSE.

Early optimism about the prospects for the GEM, and a number of successful
early listings by mainland companies, caused mainland regulators to consider estab-
lishing a GEM-type second board in China. Following the decline in NASDAQ and
similar bourses, including the GEM, since early 2000 listing activity sharply de-
clined. PRC regulators apparently have deferred indefinitely any serious efforts to
launch a domestic second board.

Between April 1999 and April 2001, at least 17 mainland or Red Chip companies,
mostly small and some privately-owned, launched IPOs and listed on the Hong
Kong GEM (Table 4). The largest issue was that of Phoenix Satellite TV Holdings
in June 2000 which raised USD 680 million. This is double the proceeds of the next
largest issuer. Excluding Phoenix Satellite TV the average amount of equity raised
was about USD 100 million.

TABLE 4.—HONG KONG SECOND BOARD LISTINGS OF PRC COMPANIES

Date Company
June 30, 2000 Phoenix Satellite TV Holdings
Jan. 31, 2000 Yuxin Infotech Holdings
April 25, 1999 China Agrotech Holdings
Jan. 31, 2000 Far Eastern Polychem Industries
Dec. 17, 1999 Qianlong Technology Holdings
Jan. 24, 2000 China Data Broadcasting Holdings

Dec. 2, 1999 SIC Medical Science & Technology (Group)
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TABLE 4.—HONG KONG SECOND BOARD LISTINGS OF PRC COMPANIES—Continued

Date Company
Mar. 28, 2000 Prosten Technology Holdings
Feb. 29, 2000 Sino Biopharmaceutical Ltd.
Feb. 25, 2000 Vodatel Networks Holdings
Mar. 16, 2000 Wan Sang Gas Holdings
Apr. 23, 2001 Jiansu Nandasoft Co., Ltd.
July 13, 2000 Greencool Technology Holdings
Oct. 31, 2000 Tong Ren Tang Technologies
July 27, 2000 Beijing Beida Jade Bird Universal Science & Technology
Aug. 4, 2000 Shanghai Fudan Microelectronics Co., Ltd.
July 25, 2000 Neolink Cyber Technology (Holdings) Ltd.

It has been hoped that the GEM—and perhaps a similar board on the mainland—
will provide increased financing opportunities for China’s private sector. This is not
an unrealistic hope, though it is too early to definitely declare success. The few list-
ings in 2001 reflect a skepticism over the quality of mainland companies. In general,
as with China’s markets, better quality companies are needed.

By its very nature, as a vehicle for small companies, the GEM will not become
a significant factor in the Hong Kong or global capital markets for the foreseeable
future. Nevertheless, its importance for stimulating growth in China’s private sector
is not to be underestimated.

GLOBAL PLACEMENT OF CHINESE EQUITY AND DEBT ISSUES

The international capital markets are such that, while issuers and underwriters
usually make an effort to list on an exchange in the country or region where the
issue is expected to find the broadest and deepest market acceptance, the world’s
largest institutional investors and securities firms are active in all the leading world
markets. Therefore, rather than focusing exclusively on where Chinese issues have
been listed internationally (the location has normally been Hong Kong), it is instruc-
tive to look the markets into which the shares were placed by underwriters. This
information is normally shared among underwriters and is gathered by the trade
press. The information in Table 5 was gleaned from the Euromoney publication
FinanceAsia.

TABLE 5.—PLACEMENT OF PRC EQUITY ISSUES (RECENT SAMPLING)

Issue/Listing Date USD million Placement markets Remarks
China Mobile/HK ..... October 2000 ......... 6,600 ... 30% Asia ... New offering of already listed HK com-
50% US pany.
20% Europe .............. Vodaphone took $2.5 billion of place-
ment.
CNOOC/HK+NYSE ... February 2001 ....... 1,260 ........ 40% Asia ... Royal Dutch Shell strategic investor.
30% US ... Switch orders out of PetroChina and

30% Europe
SINOPEC .ovvvvervenenes October 2000 ......... 3468 .. 35% Asia ...
35% US ...

Sinopec 25% of demand.

30% Europe
Travelsky ......cccccoeee. February 2001 ....... 143 . 50% Asia China funds dominated in Asia. Four
25% US ... strategic investors.
25% Europe
PRC (bond) June 2000 .............. 284 ... 40% Japan .. Half of investors from mainland ac-
Samurai. 20% Europe counts.
40% Asia ex-Japan ...
PRC (bond) April 2001 ............. 1,000 ........ Global institutions ..... 10 year deal.

Global.

Source: Finance Asia (various issues)

EXPECTED NEW EQUITY ISSUES

There is no doubt that PRC entities and Red Chips will continue to seek new list-
ings and undertake new capital raising issues in the international markets. Reflect-
ing the interest of underwriters, the following table describes the pipeline for large
equity IPOs by state owned companies. This is only part of the picture, however,
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as an increasing number of smaller companies, including some private companies,
are expected to list in Hong Kong in the next few years.

TABLE 6.—GIANT STATE-OWNED ENTERPRISE IPO PIPELINE

Company Timing IPObﬁﬁgn(SISISD
China Telecom (fixed line) 1st half 2002 5-6
Baosteel Ist half 2002 ... 1-2
China Power 2nd half 2002 .. 2-3
Shanghai Auto 2nd half 2002 2-3
First Auto n.a. n.a.
China Shipbuilding n.a. n.a.
Bank of China n.a. n.a.
People’s Insurance n.a. n.a.

Other sectors: metallurgy, non-ferrous metals, textiles

Source: CLSA Emerging Markets
ISSUES AND ISSUERS IN THE U.S. MARKETS

Table 7 presents the equity issues of Chinese companies that have been made on
the U.S. equity markets.

TABLE 7.—CHINESE FIRMS LISTING ON THE U.S. EQUITY MARKETS

Date Remarks

NYSE Company:
China National Off-shore Oil Company (CNOOC) Hong Kong dual listing
China Unicom Hong Kong dual listing
China Petroleum & Chemical Corp. (Sinopec) Hong Kong dual listing
China Mobile (Hong Kong) Ltd. Hong Kong domicile
PetroChina Company Ltd. Hong Kong dual listing
Beijing Yanhua Petrochemical Company Limited

China Eastern Airlines

China Southern Airlines

Guangshen Railway Co.

Hong Kong dual listing
Hong Kong dual listing
Hong Kong dual listing

Huaneng Power International
Sinopec Shanghai Petrochemical Company Ltd.
Jilin Chemical Industrial Company
Yanzhou Coal Mining
Brilliance China Automotive Holdings
EK Chor Motorcycle Corp.
NASDAQ Company:

Sina.com April 2000 ...
Netease June 2000

Sohu.com July 2000 ....
Chinadotcom Corp (China)
Asia Information
Utstarcom
Qiaoxin Universal Telephone

Hong Kong dual listing

Hong Kong dual listing
Hong Kong domicile
Hong Kong domicile

$68.0 million raised
$69.8 million raised
$59.8 million raised
Hong Kong domicile
Hong Kong domicile

FUTURE ROLE OF U.S. MARKETS IN CHINA’S DEVELOPMENT CAPITAL FUNDING

What the tables in the previous section make clear is that Chinese listings and
gundra?ising in U.S. capital markets have heretofore been modest. What about the
uture?

It is certainly to be expected that Chinese entities and (importantly) their under-
writers will seek to access the U.S. markets for additional equity and debt fund-
raising. However, for the many reasons and in view of the circumstances described
above, we can posit that for the foreseeable future, both the needs and the efforts
of Chinese issuers will be limited.

If the impact of China’s fundraising on the U.S. markets is likely to remain small,
the converse is not true: U.S. markets have previously exerted and will continue to
exert strong influence on the issuers and underwriters of Chinese securities. This
is because U.S. markets and market practice set the global standard, and this
standard is increasingly being adopted or, at least, aspired to, in major world mar-
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kets, not excluding Hong Kong. Also, New York along with London is a center for
global fund management, and the Chinese issuers will always be keen to be attrac-
tive to these investors.

Thus, Chinese entities seeking access to international capital markets will have
to become increasingly better managed, transparent, and mindful of shareholder in-
terests in order to attract international capital. In China, as in many other coun-
tries, entry into global capital markets will become one key factor promoting eco-
nomic and social reform and progress.
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Relationship Chart of PRC Companies Listed Abroad (continued)
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Co-Chairman ROBINSON. Thank you all for your very thoughtful
remarks as well as your prepared testimony.

If T may, I would like to begin by turning to Commissioner
Mulloy for questions to the panelists.

PANEL I DISCUSSION AND QUESTIONS AND ANSWERS

Commissioner MULLOY. Thank you, Mr. Chairman.

First, I want to thank all of you for the testimony that you have
given. Mr. Harner, you really put a lot of time and effort into your
prepared testimony, and it was very, very helpful, and the others,
Bailey and Byrne, as well.

Let me just ask a general question, and I am going to ask quick-
ly, because I only have five minutes. As a general issue, do you
think the United States should prohibit Chinese companies from
raising money in U.S. capital markets?

Let’s go right down the line—yes or no?

Mr. BAILEY. I think it’s pointless, because money is fungible, and
it will get there one way or another—although I echo the Senator’s
concerns.

Commissioner MULLOY. Dr. Lardy?

Dr. LARDY. No.

Commissioner MULLOY. Mr. Byrne?

Mr. BYRNE. I would say no because of the fungible nature.

Commissioner MULLOY. Mr. Harner?

Mr. HARNER. There is no more justification for that than prohib-
iting companies from exporting and earning a profit on their ex-
ports; it’s basically the same thing.

Commissioner MULLOY. Okay. If we are able to identify a par-
ticular company as a Chinese PLA company, do you think that that
1c{omp}any should be permitted to raise money in U.S. capital mar-

ets?

Mr. BAILEY. I'd say if they aren’t doing anything naughty, why
not, but let’s label them as such so we can be intelligent con-
sumers.

Commissioner MULLOY. So you favor transparency—the investor
should know that—but you wouldn’t prohibit it.

Mr. BAILEY. Unless they are doing something that is a direct
threat to our security.

Dr. LARDY. My answer would be the same—a high degree of
transparency and disclosure so that investors know what they are
buying, but no prohibition unless they are engaged in proliferation
activities or other things against U.S. national interests.

Mr. BYRNE. Again, I would be in favor of more disclosure, more
transparency.

Commissioner MULLOY. Transparency, not prohibition, on that
Chinese PLO

Mr. BYRNE. Well, I guess that’s a legal matter, but certainly, the
markets would be greatly improved and benefitted if there is great-
er transparency.

Commissioner MULLOY. Mr. Harner?

Mr. HARNER. I agree.

Commissioner MULLOY. The same thing. Okay.

Then, the last question—and I think you have already hit on
this. If we were able to identify a Chinese company that has aided
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in the proliferation of weapons of mass destruction to a country
that is under U.S. sanctions or identified as a terrorist-sponsoring
country by the State Department, which has a list that they put
out, do you think that company should be able to raise money in
U.S. capital markets?

Mr. BAILEY. In the end, I don’t think we can stop them from rais-
ing their money someplace, but tarring and feathering them and
pointing them out to the whole world and stopping them from trad-
ing here—why not?

Dr. LARDY. I certainly would support a ban on the issuance of
debt or equity by those companies, although I fear it might not
have much effect on their ability to raise money globally.

Mr. BYRNE. Certain features of that were important in some of
the rating actions we have taken on the Chinese companies that
have had IPOs, and it affects us and how we judge the credit qual-
ity because of these political considerations.

So I would say again that the more disclosure and the more
transparency, the better, the more efficiently the market will func-
tion.

Commissioner MULLOY. What about prohibition on that type of
company that is aiding in the proliferation of weapons of mass de-
struction to a terrorist-sponsored country?

Mr. BYRNE. Well, if you're asking me in my personal capacity——

Commissioner MULLOY. Yes.

Mr. BYRNE. —I would agree with you.

Commissioner MULLOY. You would prohibit it?

Mr. BYRNE. In my personal capacity, right; it is no reflection on
Mr. Moody.

Commissioner MULLOY. Mr. Harner?

Mr. HARNER. I am in sympathy with what is being said here, but
I have a question. My question is: Is there no legislation now in
the United States? There is or has been lots of legislation about re-
stricting investments in certain companies or in certain countries,
countries that are under sanction for one reason or another—South
Africa—I don’t know how stringent those restrictions were, but
there are certainly a lot of restrictions on U.S. investments in cer-
tain countries or companies, and I wonder whether there isn’t
something, directly or in a derivative sense, already available in
the legislation.

Commissioner MULLOY. I don’t think there is anything on the
books. The Iran-Libya Sanctions Act

Mr. HARNER. On issuers; but on investors.

Commissioner MULLOY. Yes, there would be for investment.
There is an Executive Order forbidding American companies from
investing in Iran or Libya. But the question is the Chinese com-
pany that wants to come to the U.S. capital markets and is aiding
in the proliferation of weapons of mass destruction. I don’t think
there is any law on the books right now to prohibit that.

Mr. HARNER. I imagine there is not.

Co-Chairman ROBINSON. And in fact, I would just add to Com-
missioner Mulloy’s point that the capital markets—and this is one
of the reasons why we think this hearing is an important one—the
capital markets have never been viewed in a national security con-
text in this country’s history, so this issue has never been dis-
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cussed. When you talk about the Office of Foreign Assets Control
and U.S. sanction regimes around the world, I dare say—perhaps
you are better than I in researching this matter—but in the five
years that I have been looking at it, we have never found reference
to the debt and equity markets, the ability of suspect or companies
engaged in wrongdoing having their access curtailed in any way.
So it is a very important question, but again, that’s one of the rea-
sons why we are here today.

Commissioner MULLOY. Mr. Chairman, I appreciate the very
quick and candid answers that each panelist gave to those par-
ticular questions.

Thank you.

Co-Chairman ROBINSON. A very good set of questions, I might
add.

Commissioner Lewis?

Commissioner LEWIS. Thank you very much for helping enlighten
us on the issues that we're discussing.

Several of you said, I think—Mr. Bailey, Nick Lardy, and in fact
everybody said—that China has sufficient savings to satisfy their
investment needs. We have also heard that there are three major
areas of great capital need in China, one having to do with the un-
funded pensions, one having to do with energy resources, one hav-
ing to do with nonperforming bank loans from state-owned enter-
prises mainly.

There are several state-owned enterprises that will be going into
the capital markets, and banks will be going into the capital mar-
kets. Hopefully, the banks going into the capital markets will help
with some of their nonperforming loans and the same thing with
the state-owned enterprises. And some of the Chinese energy com-
panies are going into the capital markets to get funds.

Are the Chinese saving rates sufficient to satisfy those three
needs?

Mr. BAILEY. I would pass to the more macro-oriented Dr. Lardy.

Dr. LARDY. The way I would look at it on the banking side, the
real constraint there is on the ability of the government to raise
tax revenues to ultimately pay for the cost of recapitalizing the
banks. So it is really more a question of the fiscal capacity rather
than national savings.

I think, quite frankly, that it would be very difficult for the larg-
er banks where these nonperforming loans are concentrated to
raise funds on their own domestic markets, because they would be
such problematic securities.

I find it very encouraging, for example, that the Chinese Securi-
ties Regulatory Commission which controls, in theory, at least reg-
ulates, the domestic equity markets earlier this year issued a regu-
lation saying that no financial institution can issue stock on the do-
mestic market unless they have financial statements presented
based on international accounting standards. And on international
accounting standards, these major banks would be insolvent, and
I think it would be very unlikely that people would want to put
their equity in them.

So I do think this is ultimately a responsibility of the govern-
ment, and it will depend on the ability of the government to fi-
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naﬁlce it through tax revenues or the sale of government bonds and
other

Commissioner LEWIS. Sovereign bonds.

Dr. LARDY. —domestic bonds and domestic currency on the do-
mestic market.

So in the end, I think it comes down to a question of the fiscal
capacity of the state more than the national savings rate. Obvi-
ously, they are interrelated, but they not only need to reform their
capital markets, they also need a more robust tax system. The cen-
tral and provincial revenues, for example, today are only about 15
percent of GDP, which is very low by international standards, so
the tax base is not sufficiently large or effectively administered to
generate the kinds of tax revenues they need to finance the recapi-
talization of banks and I think ultimately, as you mentioned, to
make good on the state’s implicit obligations on pensions to work-
ers in state-owned companies.

Commissioner LEWIS. How about the energy needs? Is the sav-
ings rate sufficient to finance the energy needs of——

Dr. LARDY. Yes, I think, without a doubt.

Mr. BYRNE. I think there are a couple of ways that I look at this.
One is that the market is very segmented in China, and even
though the state sector exists, it is not a monolithic state sector,
so entities have varying degrees of access to this huge pool of sav-
ings that is adequate on a national scale. That’s one reason why
there is entry into the market, because not everyone has an open
checkbook with the People’s Construction Bank or the Bank of Ag-
riculture.

I think another reason is that there are foreign currency funding
needs that have to be met based on the international market that
gan‘rilot be totally met from the domestic foreign currency pool of
unds.

And then, of course, thirdly, but this mainly I think has to do
with the foreign direct investment, is the issue of acquisition of
technology and also ability to gain market access abroad through
partnership with foreign firms.

Commissioner LEWIS. Thank you.

Mr. Harner?

Mr. HARNER. Let me take one at a time. Beginning also with the
banks, as Nick said, it is a big issue, but I think if you look at the
banks not as a whole but as segments, you see that it is more trac-
table than that.

The four big banks, state-owned banks, are the bulk of the prob-
lem, and taxation will be one way that these banks are recapital-
ized, taxation meaning funds accumulated by the state and then
reinvested in these banks, and tax forgiveness, because these
banks are heavily taxed, so forgiveness or reduction in tax on these
banks so that they can accumulate retained earnings. But basi-
cally, the recapitalization of these four big state banks will take
place over a long time; this is a 10-year process. So on a 10-year
basis, a combination of tax rebates or reduced taxes or use of tax
funds to invest in the banks, borrowing by the Ministry of Finance
and using those borrowed funds to invest in the banks, or other
measures will, over a period of time, serve to reduce the bad loan
burden.
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And of course, we have already had approximately $175 billion
worth of bad loans transferred to four so-called asset management
companies. Those are writeoffs. Even though you have heard in the
news that Morgan Stanley or some other foreign-invested joint ven-
ture has actually purchased a large amount of these bad loans from
one of the asset management companies, the fact is those loans are
a writeoff. That $175 billion write-off will have to be off-set by
transfers from the Ministry of Finance. The Ministry of Finance
can issue bonds and deficit finance without any difficulty, because
the savings rate, the total debt of the Ministry of Finance is rel-
atively low; in other words, it has a lot of borrowing capacity.

The bank refinancing issue is a big issue, but I believe it will be
handled over time for the big banks. For the smaller banks or the
so-called commercial banks, will virtually all list in the next 12 to
18 months, those that haven’t already listed. There are 10 of these
so-called commercial banks like the Bank of Communications,
Everbright Bank, and the China Merchants Bank. They will all list
on the domestic exchanges; some will indirectly list on overseas ex-
changes. Everbright Group has already indirectly listed in Hong
Kong. They will also in many cases accept foreign capital. HSBC,
IFC, Asian Development Bank are investing in these banks. These
banks have access to capital, and they will use this access pri-
marily in the domestic market, and to some extent in the inter-
national market, to recapitalize.

Then, there are the rural credit cooperatives, which are a write-
off, and the urban credit cooperatives, which are now reorganized
as city commercial banks, which are also pretty much a writeoff.
What we can expect here is local government, provincial govern-
ment, investment or acceptance of the refinancing requirements.

The pension system is a big issue. I believe that will be solved
over time in virtually the same way. It is similar; it is a liability
that needs to be amortized over a long period of time.

And as far as the energy or other domestic investment require-
ments, I still think that they have enough savings to finance that
requirement going forward.

Commissioner LEWIS. Thank you very much.

Thank you, Mr. Chairman.

Co-Chairman ROBINSON. Co-chairman Wessel?

Co-Chairman WESSEL. Thank you, and I thank all of you for
being here today.

All of you talked about the large pool of savings and the tremen-
dous latent liquidity in the market. It seems that in China, we
don’t yet know the appetite for large issuances and that a number
of these large issuances have actually gone to the international
markets. Are we seeing a bifurcation in terms of issuances, that
the smaller ones will be simply floated on the domestic market, and
the larger ones will go to international markets?

Mr. BAILEY. In the long run, I think that as the market develops
in China, there will be a greater capability to absorb that.

Co-Chairman WESSEL. To absorb the large issuances.

Mr. BAILEY. Yes. I think a lot of that is just frictions and institu-
tional problems in China. The pool of savings and the desire to in-
vest is certainly there.
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Dr. LARDY. I think the largest domestic issuance to date has been
in the neighborhood of about $11 billion domestic currency units,
which is significantly smaller than the largest issues in the exter-
nal markets. I think we will see larger issuances as the domestic
markets continue to develop.

Mr. BYRNE. I would agree with the statements made by Profes-
sors Bailey and Lardy, but I would also point out that the Chinese
have been very selective in putting forward companies for inter-
national IPOs, so by nature, they are going to be large. You won’t
see a small marginal IPO that is not a big name going out into the
international market. This is a new form of window for inducing
capital into China.

Mr. HARNER. There is a great need in the domestic capital mar-
ket for big, good companies as issuers. A real problem in the do-
mestic equity market is that the companies are small and terribly
managed and terribly run, and part of the imperative of the leader-
ship is to improve the supply side of the domestic marketplace, in
addition to the demand side. The demand actually—a latent de-
mand is very much there. With more funds available for invest-
ment, the issue has been that the companies are so terrible. They
are small, they are poorly managed; they are not of international
quality. They are generally not of investment quality.

This requirement to introduce blue chip investment-type compa-
nies into the market is behind the CDR, the China depository re-
ceipt initiative. It is currently focused on having H shares issue A
shares in the domestic market.

So we are seeing a cultivation of new companies in the domestic
market, because that is what is needed by the marketplace. The
market in the year 2001 has been sick, with a real crisis of con-
fidence because of fraudulent reporting, misrepresentation and
other failures of corporate governance.

There will be more and more bigger companies issuing, I think,
because, first of all, there is capacity to absorb them; secondly, they
are needed in the market. But at the same time, what we are see-
ing again is that the already issued big companies are entering the
market, in a back door, in a sense, or in a secondary issuing, enter-
ing the market. My sense is that in the future, companies will
issue both overseas H share, N share, maybe initially with smaller
issues, or perhaps even at the same time A shares, so they will tap
both domestic and foreign markets at the same time to give inves-
tors in each market an opportunity to invest in the companies.

Co-Chairman WESSEL. Commissioner Lewis talked about the de-
mands for capital in the Chinese market, and we have recently
seen the Taiwanese Government open up its restrictions on invest-
ing in China.

If the Taiwanese Government were to eliminate the reverse re-
strictions, allowing Chinese mainland companies to invest in Tai-
wan, what kind of capital outflow might we see there, as I assume
there is a political desire to maintain and strengthen relations with
Taiwan?

Mr. BAILEY. It’s hard to predict. I think there would not be a lot
of interest. I think that a lot of people in China, aside from the po-
litical issue, really think Taiwan is small beer. I think they would
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be much more interested if there were a more general opening for
China’s investors to go to other places, even outside greater China.

Dr. LARDY. Well, China is already a large external investor by
international standards. I don’t remember the year, but in one re-
cent year two or three years ago, they were the eighth-largest for-
eign direct investor abroad. They are certainly the largest emerging
market direct investor abroad, and liberalization of opportunities in
Taiwan by the government there certainly might increase it a little
bit, but I don’t think it would be a substantial increase given the
relatively small size of the Taiwanese economy.

The real issue, I think, as Professor Bailey has alluded to, is the
regulatory one—what is the degree of freedom for Chinese compa-
nies to invest abroad. They have done some, but the scale, although
large by emerging market standards, is still quite small in absolute
terms.

Co-Chairman WESSEL. I see my time is short, so I'd like to ask
one other quick question.

To the extent that companies entering the U.S. market are sub-
jected to higher disclosure standards, SEC, et cetera, to what ex-
tent is that driving, if at all, enhanced disclosure in China itself?
Is that doing anything to the companies over there?

Mr. BAILEY. I think there are glimmers of companies that want
to do a better job even though they are not listed overseas. There
is a lot of interest in some of the government bureaucracies. I'd say
it’s a little bit too early to say.

After the Asian crisis, there were a number of Thai companies
that stepped up and said, Yeah, we're going to do the disclosure
thing, too—and they sort of petered out to a great degree.

Dr. LARDY. I think it does raise the bar, and I think the CSRC,
the Chinese Securities Regulatory Commission, as I mentioned, has
stated that financial institutions that list on the domestic markets
will have to disclose their results on international accounting
standards rather than domestic standards. We'll see if this actually
happens when some of these small banks get listed over the next
year or so. And there have been pressures, obviously, to crack down
on the fraudulent reporting that has been widespread in the do-
mestic market on the equities side, or to crack down on companies
that have failed to disclose any information on a timely basis as is
required by the regulations.

So I think the regulator is moving gradually but consistently to
enforce greater disclosure, and I think the example of companies
listilég in Hong Kong or the U.S. market is a positive factor in that
trend.

Mr. BYRNE. My comment would be general. I think that as we
see not only in emerging markets but also in the United States ac-
countants alone cannot—with Enron, with LTC—it is not an ac-
counting matter. You need effective regulation to really get proper
disclosure in classification of assets whether it is in the banking
system strictly or outside in the wider financial community. And
China has a very long way to go to develop an independent and ef-
fective and aggressive regulator. I know there is an agency now,
and it is coalescing as an institution, but looking at the experience
elsewhere in Asia, in economies which are generally the same type
of model—government-directed, a lot of moral hazard—you can go
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to Korea and Japan—ryou still don’t have effective regulation even
in those countries in the financial system—certainly not up to
Anglo-Saxon standards.

Mr. HARNER. I would say, and I note in my written testimony,
that I think the issue is that U.S. markets exert a tremendous in-
fluence globally. The U.S. market, notwithstanding its problems—
and Enron is a good example of the problems—is the standard, as
deficient as that standard sometimes is. And now, with
globalization of financial markets, other markets really do aspire to
what is currently the U.S. standard, and Hong Kong is among
those that is aspiring to those standards. It falls way short for
many reasons, but Hong Kong does aspire to standards. And Chi-
nese enterprises, I think, and Chinese regulators are most focused
on the Hong Kong environment.

So to the extent that Hong Kong is raising the bar for disclosure
and corporate governance and shareholder protection, that puts the
pressure or certainly is an influence to encourage greater trans-
parency and better corporate governance within China.

Co-Chairman WESSEL. Thank you.

Co-Chairman ROBINSON. Chairman D’Amato?

Chairman D’AMATO. Thank you, Mr. Chairman.

We have been hearing for a long time about the increasing inter-
dependence between the U.S. and Chinese economies, and what I
am hearing today leads me to think that there may be some exag-
geration as to that. On the one hand, we have this huge pool of
savings that insulates the Chinese economy from some influences
from the outside, and maybe an exaggeration of the extent to which
their SOEs are going to be privatized in the near future. On the
other hand, we have accession to the WTO. On a recent trip to
China, some of the Commissioners and I met with a large number
of Chinese officials who, unless they were not being genuine,
seemed to have a very deep commitment to opening up their econ-
omy in an almost reckless, aggressive sense.

So I am getting this conflicting sense as to whether this inter-
relationship is deepening or is being exaggerated. I wonder if each
of you has a general comment about the question of the growing
interrelationship between the two economies?

Mr. BAILEY. I don’t want to be a person to disparage securities
markets, but sometimes stock markets do one thing where the real
economies do something else. There is a growing trade and direct
investment linkage. But if the Chinese stock markets lost 50 per-
cent of their value tomorrow, I don’t think it would have a lasting
impact here, precisely because there are a lot of short-term forces
at play in the capital markets.

Dr. LARDY. Well, I am of the view that the interconnections are
growing significantly. They are much deeper. Certainly, China’s
trade has grown at an unprecedented rate. There has been a seven-
fold increase in their share of world trade since the late 1970s
when they began to open up. They are now the seventh-biggest
trading country in the world. In a book that I have coming out
shortly, I argue and suggest that within five years or so, they could
easily surpass countries like Canada, France, and the UK and be-
come the fourth-largest trading country within the world; within a
decade, they might surpass Germany and Japan and be the second-
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largest trading economy in the world. It is within the realm of pos-
sibility given the very large role that foreign firms in China are al-
ready playing in generating exports and the additional liberaliza-
tion that is coming with their WTO obligations. So I don’t think
there is any doubt on the real side, there is a very substantial
deepening of connections between China and the rest of the world.
Certainly—I'm sure you heard it on your trip, and I have heard it
on several trips in recent months—the main question now is how
soon is the U.S. economy going to recover, because they realize it
has an enormous impact on their own exports and on their own
trends in employment and GDP growth and so forth. So there is
certainly a very acute awareness of the extent to which they have
become much more dependent on the international market as a re-
sult of the liberalization and opening up that has been going on for
more than two decades.

Mr. BYRNE. Right. I would just have to mirror the other panel-
ists’ comments. If you take an historical perspective, there certainly
is greater integration, and that will increase. And again, it is not
even across the board, and in the financial markets, I think it is
where it has been the most retarded, particularly in the securities
market, say, the bond market.

Chairman D’AMATO. But as they modernize that, they will catch
up and become more dependent?

Mr. BYRNE. It will, but it will be very uneven. That is the hard-
est market to open up. I have tables on the back of my presen-
tation that show that even Korea, which has at least a 10-year
headstart and comes from a completely different paradigm from
China—there is no communist socialism in China; there is a Korea,
Inc. mentality, but it is completely different, it is capitalist—the do-
mestic bond market is still separated from the international bond
market. A Korean company has different access to raising money
internationally than it does domestically; it is a completely dif-
ferent dynamic. So Korea hasn’t completely integrated as, say,
Japan has integrated, because Japan does large flows of debt-eq-
uity bonds between Japan and the rest of the world. That’s not the
case in some of the other—Hong Kong is an exception, of course—
but it’s not the case in the rest of East Asia, particularly in China.
And that will take a long time to develop.

It is an institutional and legal and political phenomenon.

Chairman D’AMATO. Mr. Harner, you mentioned in your testi-
mony that you felt that the SOE privatization issue was not mov-
ing as aggressively forward as some people

Mr. HARNER. No, no. I would suggest—well, again, SOEs cer-
tainly are being—I believe it is absolutely true that the state is
withdrawing from competitive sectors in China. This is a very
macro issue. But where there is competition—and the leadership is
on record here—where there is competition, the state is not going
to compete, at least in terms of pure SOEs. So where there is not
competition, and we have transport, energy, in some cases telecom,
et cetera, you have purer state-owned enterprises. But where there
is competition, particularly with foreign enterprises, internally or
internationally—and with WTO, the competition will increase—the
state is not going to field pure SOEs, it is going to field companies
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like PetroChina, SinoChem, China Unicom, that are quasi-
privatized and increasingly privatized companies.

So in that sense, because the amount of the so-called non-open
or closed part of the economy is shrinking, the privatization—if you
call selling 30 percent of the company privatization—that is pro-
ceeding apace throughout the economy in any area where there is
competition, and it is only in those areas where there is no com-
petition, pure state-run monopolies, where there will be pure SOEs
in the future.

But if I may just comment on your observation or your sense that
there may be a contradiction between integration globally and the
lack of requirement, apparently, for raising funds in international
capital markets, I would suggest that I don’t think there is a con-
tradiction. China’s increasing integration with the international
economy is evidenced by trade flows, which are huge, and invest-
ment flows—trade flows which are huge and result in a very sub-
stantial current account surplus every year, or have, and invest-
ment flows, net FDI which is hugely going into China.

These are evidence that China is very much engaged with the
international system and with the U.S., but what this is resulting
in is huge surpluses of foreign currency in the hands of the state
(which you see net of unofficial capital outflow, basically capital
flight) which you see accumulating in the foreign exchange re-
serves.

So because they have such large accumulated foreign exchange
reserves, companies can import and meet other needs that they
have for imports or technology simply by converting RMB to for-
eign currency and importing the goods, or importing the tech-
nology. So they don’t have to issue in international capital markets
for foreign currency purposes.

Chairman D’AMATO. Thank you very much.

A quick follow-up for Mr. Lardy. You characterize the level of pri-
orities in terms of economic resources as FDI being number one its
influence in China, as I understand it, much more important than
the portfolio or the equity investments in either the domestic or
international markets. So, you maintain the increase in FDI going
into China from $40 to maybe $100 billion per year over the next
couple of years as the single most important single factor. Is that
right?

Dr. LARDY. Well, it certainly has been, and I think it’s likely to
continue to be the largest source of foreign funding for the next few
years. Incidentally, I don’t think it will go to $100 billion in the
next few years, but some investment banks are predicting it could
be that much.

Chairman D’AMATO. Have you developed material for your book
on this—the mix within the FDI transfers as between the United
States, Europe, and Japan? What is the ratio? Do you see that
ratio projecting forward in the same way, or is there a change
going on in terms of one or another of these suppliers?

Dr. LArDY. Well, the largest single source for many years, of
course, has been Hong Kong companies and Hong Kong registered
companies, so that’s a mixture; some of it is real Hong Kong, some
of it is foreign companies that choose to channel their funding into
China through Hong Kong, and it’s impossible to separate. So at
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least in the Chinese statistics, Hong Kong is the number one
source. Although the relative importance of Hong Kong has de-
clined over the last 10 years, it is still 60, 65 percent. Taiwan is
very large, the second-largest source cumulatively, and then it
drops off quite a bit. The U.S. is in there—I think if you take the
total amount, total U.S. investment in China as reported by the
Chinese, it’s about US$32 billion, and their total cumulative FDI
inflows are something on the order of about $350 billion. So the
U.S. would be the source of about 10 percent of the total gross FDI
inflows.

Co-Chairman ROBINSON. Commissioner Reinsch?

Commissioner REINSCH. Thanks, Mr. Chairman.

I can’t resist reflecting on one of Mr. Lardy’s comments about the
growing trade relationship between the two countries. It is almost
saying that if we really wanted to hurt the Chinese, the best thing
we could do is continue the recession, because that would really
hurt—if we start to grow, they're going to start to do better, too,
and who knows what will happen? Prosperity might break out.
Somehow, I think that won’t be one of our recommendations, but
it is a thought about the nature of the relationship between the
economies.

I want to come back to where this panel began, really, with Mr.
Mulloy’s questions. You have all come out in favor of disclosure and
transparency. Those are happy words. I'd like to get a better under-
standing of what that means to you—and you don’t all have to an-
swer, whoever feels like it—specifically in the context of Chinese
entities seeking to access the U.S. capital market, who do you want
to disclose and what do you want them to disclose that they are
not already being required by the SEC to disclose?

Mr. BAILEY. I don’t know how much we could impose on them di-
rectly, but let me tell you what I want and just put my two cents’
worth in here before I have to leave for the airport.

As an educator, I want to see more of my M.B.A. students able
to stay for two and a half or three years to learn the Chinese lan-
guage, so when they are working for investment banks or they are
working for accounting companies, they are able to dig very, very
deep. That’s the type of disclosure that I want to be enabled.

Another thing that I'd like to see is many of my students having
more opportunities to take government jobs. Every year or so, I'll
get someone who is very interested in working for State or Com-
merce or an intelligence agency, and the recruiting cycle of those
ag(}elncies doesn’t suit the students, and the salaries don’t suit them,
either.

I want to see the resources throughout our economy capable of
sticking their noses into these places, because in the end, we can
force the companies to adhere to any type of accounting standard
we want, but it comes down to pieces of paper, documents, prom-
ises, and it is very hard to hunt those down.

Commissioner REINSCH. I don’t disagree with any of that, but
that wasn’t really what I was looking for. I am trying to figure out
what it is that we want the Chinese companies to say that they are
not already saying that would make you comfortable. We started
out with Mr. Mulloy talking about the people doing “naughty”
things, to quote your phrase, and I want to explore that in a
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minute, too, what that is. But let’s assume there are some of those
companies. What do we want to know that we are not already find-
ing out?

Mr. BAILEY. I think we could go point by point through balance
sheets of American companies and say we get these 72 items, the
notes and other details. I think it would be nice to see that, but
again, I am not answering your question, I'm arguing with your
question. I'm saying that in the end, those things can be manipu-
lated, and I think what we need is more ability to investigate,
probe, and develop information. Just as we have analysts sniffing
around Silicon Valley looking at little startups, I want to see more
Americans sniffing around China, poking around companies, to
really get the facts rather than relying on the statements. Ulti-
mately, statements, a la Enron, can always be manipulated or
finessed.

Commissioner REINSCH. You are suggesting that as a matter of
research, academic interest, professional interest, not necessarily
as a matter of extraterritorial enforcement, are you—or are you?
Do you want the SEC to

Mr. BAILEY. I want the SEC to have more capability, I want the
CIA to have more capability. I want Goldman Sachs’ stock analysts
to have more capability. I want everyone sniffing, pushing, poking,
and asking questions, as they would for XYZ.com, and we don’t
have that capability right now.

Commissioner REINSCH. What about the rest of you? Does any-
body else want to comment?

Dr. LARDY. I would say that I don’t see how it is feasible to re-
quire greater transparency on the part of Chinese listers and other
listers, but I think the way to solve this problem, or at least one
way to address this problem, is to raise the standards for the ADR
listings. The ADR listings don’t have anywhere near as much dis-
closure. I think if you look at Professor Bailey’s compilation of the
Chinese listed companies, the vast majority of them are 144(a) or
various methods of listing that require much, much less disclosure
than a regular New York Stock Exchange listing.

So I think the way to handle this in part is to raise the bar for
all issuers or ADRs so that there is a much higher level of disclo-
sure.

Commissioner REINSCH. In other words, national treatment, non-
discrimination?

Dr. LARDY. Yes.

Commissioner REINSCH. I understand.

Anybody else?

[No response.]

No. Okay. Going, going, gone.

Going back, then—and this may be kind of an unfair question,
but I'd like you to take a stab at it anyway, because the issue has
come up—going back to the question of the bad guys, if you will,
whoever they are, I think Professor Bailey suggested that we tar
and feather them, which was a rhetorical thing—I think we all
know what he is talking about—and you all sort of came out for
that in one sense or another. How do we figure out who these peo-
ple are, and what is it that they need to do to fall into this category
of being “bad”?
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Mr. BAILEY. I think that in a system where law and regulation
works, a lot of the discovering of who is bad and who isn’t goes on
by shareholders, lawyers, and big institutional investors who can
bring an action. In China right now, they cannot largely bring an
action and get it adjudicated fairly and efficiently in the court sys-
tem. So we can demand good accounting. I think it’s a good idea
to hold these ADR listings to the highest standards rather than the
informal standards, but in the end, we need mechanisms to evalu-
ate—when something is reported, and it doesn’t seem quite right,
or it doesn’t really represent the information, there exists a mecha-
nism outside the accounting for enforcement or for punishment.
That does not exist in China right now.

A problem that that causes for us is that even if we do impose
the highest-level ADR listing on Chinese firms or all firms, what
can we do to enforce this on the Chinese company in the United
States if they have no assets here? There may be limits to what
we can do.

Dr. LARDY. I thought your question went more to the issue of
how capable we are of identifying firms that are engaged in, say,
proliferation activities or other activities that are contrary to U.S.
national interests.

Commissioner REINSCH. It does, but he said what he was going
to say anyway.

Dr. LARDY. Yes. Obviously, academics and people in research in-
stitutions cannot do that; you need very highly specialized informa-
tion that only exists within the U.S. Government, and I think if it’s
made a higher priority, they could do more in that area.

Commissioner REINSCH. Anybody else?

[No response.]

Thank you.

Co-Chairman ROBINSON. I know you have to be running off, Pro-
fessor Bailey, and if I may, with apologies to Commissioner
Dreyer

Commissioner DREYER. My question has already been asked by
Commissioner Reinsch, so I pass.

Co-Chairman ROBINSON. —very good—I will certainly move to
you, George. If I might, though, I'd like to just take the liberty of
asking a question while Professor Bailey is still here.

Building on the same question of Commissioner Mulloy and that
addressed by Commissioner Reinsch, if we do have an identified
bad actor, whether it be a proliferator, or another kind of egregious
national security abuser there have been a lot of folks, including
Chairman Greenspan and others, who have basically said any ef-
fort to penalize that company or restrict them from the U.S. capital
markets, no matter how egregious their activities, it is basically not
going to have the desired effect of impeding in any significant way
their ability to raise funds elsewhere. That is to say, they will just
run to London or other markets and in effect be indifferent as
though the global markets are seamless in this regard.

Now, that is not my understanding, and I'd like to get your reac-
tion before you go and also hear from the other panelists. For ex-
ample, Mr. Harner has, I think, very persuasively laid out the ar-
gument of the U.S. markets being the standard. He said that, I be-
lieve, because the U.S. capital markets are so dominant globally.
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Indeed, if I have my facts right, nearly half or more than half of
the global demand for securities is made up of American institu-
tional and other investors.

Having said that, is it your view that there would be, for exam-
ple, at least a good prospect, if not a probability, that an entity de-
nied access to the U.S. market would face an increased cost of
funds elsewhere. Let’s say you are an identified proliferator; you
are restricted from the U.S. markets because Senator Thompson
has it his way that this is viewed as a bridge too far on the basis
of national security concerns. Wouldn’t such a company, if they
were restricted from the U.S. market, and wanted to go to London
or elsewhere, be subjected to higher cost of funds, a higher risk
profile, and possibly a stigma? It’s not as though the information
of such abuses is going to stop at our shores and not be understood
in other markets. that indeed, if they are a multi-billion-dollar an-
nual borrower or fundraiser like some of the big Chinese entities
may be, isn’t it possible that such an entity would stress out or
even exhaust thinner volume markets around the world that just
can’t handle annual sums, multi-billion-dollar sums, from, for ex-
ample, a particular Chinese borrower or equity issuer.

If this scenario is accurate, then, a company denied access to
U.S. markets is not indifferent to having to raise funds in other
markets. That is to say, that such a company would likely be sub-
jected to higher costs and other disadvantages were they to be com-
pelled to go elsewhere.

Could you comment on your view on how you see this?

Mr. BAILEY. Let me give you a loose analogy, and no analogy is
perfect. During the time when South Africa was under sanctions of
various sorts, in the narrow sense, it is true that South African in-
dustry, particularly mines, were able to continue to raise money in
various places.

However, it is also the case that there were quite a few investors,
even those who didn’t have some explicit prohibition, who avoided
South African issues. And furthermore—this is something that a
student of mine did a term paper on some years ago—South Afri-
can mining issues, for example, traded at a very severe discount
compared to, say, Australian or Canadian or American issues, in
part, of course, because of the implicit risk, but in part because
there certainly was an odor about them.

So we may not literally be able to prevent a misbehaving bad
actor entity from raising money, but I think we can certainly cast
a pall over there, and that is of some value and some importance.
And even if it were only of marginal value, I think that it is impor-
tant for us to do so if we can do so carefully and appropriately.

Commissioner REINSCH. Can I interject something on that,
Roger?

Co-Chairman ROBINSON. Yes.

Commissioner REINSCH. South Africa’s actions were multilateral
and UN-sanctioned. I think Roger is suggesting in a sense, at least
in the first instance, a unilateral action by the United States. Does
that make any difference in your eyes?

Mr. BAILEY. All analogies are weak, but to the extent that multi-
national sanctions on South Africa might be similar to sanctions
from one country which also happens to be the world’s largest cap-
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ital market, it would be a big sanction. It would not be a perfect
sanction, but it would be big. As to say whether it would be strong-
er or weaker, one of the weaknesses of social science is that we
can’t run little experiments in petri dishes and tell; we just have
to blab about it and suggest what might happen.

I think there would be some cost to this, although it wouldn’t
stop them in the short run from raising money.

Co-Chairman ROBINSON. Because of the global dominance of the
U.S. capital markets, I would assume?

Mr. BAILEY. Yes.

Co-Chairman ROBINSON. I know you have to go, so we want to
thank you once again for your terrific participation.

Mr. BAILEY. Thank you very much for inviting me.

Co-Chairman ROBINSON. Dr. Lardy?

Dr. LARDY. I'm sure you could get a more informed judgment on
this question than I can offer from some of the participants who
will be here in the afternoon from the investment banking commu-
nity about what this might translate into in terms of the number
of basis point additional that an issuer who was banned from the
U.S. market would face.

Of course, it also depends in part on whether or not the bans
that we are talking about are just the issuance of these securities
in the U.S. market or whether there would be a mechanism for pre-
venting U.S. investors, particularly institutional investors, from ac-
quiring those financial assets issued in other markets.

But I think the main comment I would make is that, for better
or for worse, I think the capital requirements of proliferators are
not that large, so that our leverage may be less than we would like.

Co-Chairman ROBINSON. Mr. Byrne?

Mr. BYRNE. Going back to the analogy of South Africa, I think
you are right. I think that actually was costly for South Africa, not
only in financial terms but also political and moral terms, because
of the multilateral nature. Now, South Africa did have access to
SWiS]T franc bonds that were raised to finance, but it was very
small.

But of course, the intended effects took a long time to work
through on the South African Government at the time. I would say
that if there is going to be any sort of effective political sanction
on the part of the U.S. Government, for it to be effective, it would
have to be well-justified so that other countries feel that it is wor-
thy to take this up, and it becomes multilateral.

Co-Chairman ROBINSON. Although you appreciate that multilat-
eral sanctions of any kind today are extremely difficult to mobilize
even in the most egregious circumstances, like Saddam Hussein
and others.

Before I turn to you, Mr. Harner, let’s just assume first that, per
Commissioner Reinsch’s point, I am speaking unilateral here be-
cause of the difficulty, again, of recruiting other countries to enact
financial or any other types of economic sanctions these days, and
second, getting back to Dr. Lardy’s point, that there would be a
major loophole closed. That is to say, presumably in an egregious
case, all U.S. legal persons would be able to hold the securities of
such a firm. For example, even if they listed in Hong Kong and
sold into the U.S., American entities would be prohibited from pur-
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chasing those securities. If you could just add that to your calcula-
tion of the potential costs, how would you react to that?

Mr. HARNER. Well, you are getting very close to the frozen assets
regime that I once remember with Vietnam and North Korea,
which I think was pretty effective. And if that is what is implied
here, and even if it is not implied, I was prepared to say that with-
out any question, the scenario that you described or the mechanism
that you described of attaching the stigma and blocking companies
so stigmatized from raising funds in the U.S. would absolutely
raise costs and cause a lot of inconvenience for such companies if
they existed and tried to raise funds in international markets.

I would also suggest, though, as Nick Lardy has suggested, that
you are probably not talking about PetroChina here or China
Unicom; you are talking special-purpose small companies with very
specific objectives that probably don’t need international funding
because they get their funding directly from government sponsors.

Co-Chairman ROBINSON. Although PetroChina took a fairly de-
bilitating hit to its IPO because of, again, a politically related con-
cern on its parent companies’ activities in Sudan. It’s quite a dis-
tance if you buy that it was a $10 billion deal that went down to
$2.89 billion deal. But I thank you very much for that, and I'd like
to now turn to Commissioner Becker.

Commissioner BECKER. There have been a couple of very brief
references made to the WTO and the strong push by China to
reach compliance with the WTO. And we know for a fact that there
are a lot of efforts underway for China to deal with their industries
and come into compliance so there will be a minimum of problems
along that line.

But now that all the dust has settled, and they are part of the
WTO, and we can forget about the promise that was made that, to
use Bill’s words, prosperity is going to break out, I would be curi-
ous as to your opinion as to just how much penetration or ability
our manufacturing industries in the United States are going to
have in penetrating the Chinese market.

For example, we were at the General Motors Shanghai plant,
and we were told very candidly that there was a difference of
$9,000 between a landed GM car in Shanghai from the United
States as opposed to one they built in China. And in response to
a question as to how much of that will disappear once they come
under all of the lowering of tariffs, et cetera, et cetera, on parts and
building the automobiles and how all that will interact when they
can ship freely into China, we were told that they expect it to drop
to a $3,000 difference, which is quite a lot for an automobile. It
would indicate that the chances of being able to produce cars in the
United States and ship them into China is still going to be prohibi-
tive.

I am just wondering how you feel about the rest of the manufac-
turing industry—set aside intellectual property, set aside financial
l(oiegeﬁts—but on manufacturing, what are we going to be able to

0?

Dr. LARDY. Obviously, you have to take a disaggregated approach
and look at a lot of different sectors. I do think it is going to be
quite difficult for American firms—or, not only American firms, but
German firms or anybody else—to sell a significant number of
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automobiles in the domestic market. Volkswagen today has about
55 percent of the market in its two joint ventures; they have
brought their costs down dramatically over the last decade as they
have localized production of parts

Commissioner BECKER. But I am meaning all manufacturing,
generally, not just automobiles.

Dr. LARDY. Right, but I'm just giving you automobiles as an ex-
ample, and automobiles will remain a relatively protected sector
because even after all of the phase-ins, they will be allowed to re-
tain a 25 percent tariff on imported vehicles. So I think there will
be some increased sales into the market of very specialized high-
end vehicles where you won’t have sufficient demand to warrant
production in China, but I think the vast majority of conventional
sedans are going to be produced in China, but by joint venture
companies, whether it is General Motors in Shanghai Buick or the
Volkswagen joint ventures in the Northeast or in Shanghai.

In other areas, I think we’ll continue to do very well, in other
kinds of transportation equipment. Obviously, the aerospace sector
will continue to be a big sector, and I think we’ll continue to do
quite well in telecommunications. In some sectors, they are bring-
ing tariffs down very close to zero or actually to zero, for example,
in the case of their commitment to reduce tariffs to zero in the case
of information technology, including telecommunications equip-
ment, so those will certainly be areas where there are substantial
opportunities for increased sales into the domestic market.

Commissioner BECKER. Anybody else?

Mr. BYRNE. I don’t have the depth of knowledge that Professor
Lardy has on sectors—that is really not my focus—but I would
comment that I think generally, the market will be more open for
U.S. goods, even though sold abroad, but I think the main thrust
of WTO is to make the Chinese firms more competitive and com-
mercial. I wouldn’t go so far as to say to privatize them, but to
make them more competitive and commercial. And I think that in-
volves having foreigners set up a presence in China to manufacture
goods for the domestic market. I think that is the primary intent
of this liberalization process, rather than to open up the balance of
payments to unimpeded access to foreign imports. China had a bad
experience with that in the early eighties, and I think they want
to maintain the strength of their balance of payments for the fore-
seeable future.

Mr. HARNER. If I may say, I think that manufacturing is an area
where there isn’t really much left to do. There isn’t really much for
WTO to accomplish in terms of opening the manufacturing sector.
Manufacturing has been the activity that the Chinese have wanted,
by which we mean importation of foreign technology plus access to
foreign markets, and then, local manufacturing, usually for the for-
eign market, which is why exports have grown to the extent that
they have grown, to provide internationally competitive companies
with internationally competitive technology. They are now increas-
ing to some extent sales domestically, but the domestic market has
always been much smaller than the foreign market. But manufac-
turing is already there, and yes, WTO will reduce tariffs to some
extent over a long period of time. I think WTO has been way over-
sold in terms of anything that is going to really happen and change
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in China. You just don’t see it—I don’t see it. What’s left? Distribu-
tion, service-type areas. But that doesn’t require a lot of capital,
and it won’t require a lot of investment or a lot more people. Inter-
national services is another question.

Commissioner BECKER. Thank you.

Co-Chairman ROBINSON. Commissioner Ledeen?

Vice Chairman LEDEEN. I just have a quick question. Very quick-
ly, do you all believe that China is somewhere along the transition
point from whatever it was to some form of democratic capitalism?

Dr. LARDY. I think that that is a complicated question, and the
answer depends on the precise definition of your term. I certainly
think they are very far along the way—and maybe I differ a little
bit from a couple of the other speakers—I think they are very far
along in the transition to a much more market-oriented economy.
I think they have really effectively working product markets where
supply and demand are determining the price of practically every-
thing sold in China today, even things that have been controlled
by the government for decades, such sensitive things as petroleum
prices. Even in electricity, they are starting to introduce some de-
gree of competition in certain limited markets.

In the labor sector, I think they have very vibrant labor markets.
There are still, however, some controls. Obviously, capital markets
is where they have made the most limited progress, and the state
is still controlling interest rates and limiting access to the equity
markets by issuers and so forth. So we have a very early stage of
development of capital markets. But in product markets, I think
they are very, very far along toward a transition to what we would
recognize as a market economy.

Obviously, they have made nowhere near as much progress on
the political front, and I think it is a more pluralistic government,
but I certainly would not use the word “democratic” to describe
where they are today.

Mr. BYRNE. I haven’t seen any statements by the leadership say-
ing that they aspire to be a democratic capitalist country. Where
China is heading is a state-directed economy. Of course, they are
much along the transition path from where they were back in 1978
with the open door policy, and as Professor Lardy said, there are
goods markets, there are to some extent natural supply and de-
mand forces at work in China, but it will always be, at least the
way the way the present leadership envisages the country, a state-
directed economic system.

Mr. HARNER. To answer that question, your question is what do
the Chinese themselves aspire to, or what is their vision. The lead-
ership of China remembers when China was a command economy,
when it was a centrally-planned economy, and realizes how disas-
trous that model was.

Their vision is to have a mixed economy, and the vision hasn’t
changed a lot, but it has been evolving a bit, and the mixed econ-
omy includes state-owned enterprises occupying the commanding
heights and foreign-invested enterprises. They see foreign compa-
nies as dynamic and internationally competitive, and really the
driving force of innovation and change in the economy. So they
want a substantial foreign-owned sector, and they want a private
sector—they are prepared to tolerate, they are increasingly happy
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to tolerate, a growing private sector to provide employment and to
absorb labor and to also create a certain dynamism in the economy
that hasn’t been there and wouldn’t be there for these larger units.

I'd say state-owned, foreign-invested, private—also, though, an-
other category, which is the final category, of quasi-state-owned,
these listed or these partially publicly-owned, formerly state-
owned, enterprises, which they hope will be able to compete effec-
tively with foreign-owned enterprises and will be increasingly glob-
al, increasingly big companies of international scale.

That’s the vision, and that is increasingly the reality of China,
and that has nothing to do with politics. Basically, politics, as far
as I think they believe, they like the situation the way it is and
are doing as much as necessary to keep it that way.

Co-Chairman ROBINSON. Commissioner Mulloy has a comment,
and I have what I think will be a final question.

Commissioner MULLOY. In response to Commissioner Ledeen, we
just did a trip where we visited a number of cities in China and
talked to a lot of people, and the clear impression that we got was
that China is moving away from being a Marxist economy but still
is a Leninist political system—the party.

We were told that they may be where the [inaudible] Taiwan was
in the seventies in terms of the evolution. Does anybody want to
offer any comment on that observation?

Mr. HARNER. I was in Taiwan in the seventies, and I'd say that’s
a very apt and correct analogy, except that, of course, the situation
in Taiwan is so different, and what has happened in Taiwan since
the seventies tells you absolutely nothing about what will happen
in the next 30 years in China.

Commissioner MULLOY. Okay. One of the observations—you
know, there is a debate on trade promotion authority today, and it
is a big issue—one of the things that you said really made an im-
pact on me was that during the debate on China’s MFN or PNTR
vote, the spokesperson for the administration would always come
out and say, “Boy, did we pull the wool over their eyes. Look at
what we're getting. They already have an open run at our market,
and look what we’re getting in their market. Man, this is a one-
sided deal.” I remember they kept saying it was a one-sided deal.

Of course, in my view, what the Chinese were thinking of was
investment. And what you have said today really implies and
makes that clear—they were looking to get the investment flows.
I think investment fell off in China in 1998, didn’t it—that was the
year when they really got serious about the WTO negotiations and
in fact put them together that year.

So I think they were thinking investment, and I think that when
people aren’t candid with the American people and the Congress,
it spills over into other things. If that’s what is going on, I think
you ought to tell people.

That’s just a comment; that really bugs me, because we have had
people come in here and tell us, “Man, did we get a one-sided deal
with the Chinese,” and never mention what they were really after.

Is there nay comment on that?

Mr. HARNER. I agree with you.

Dr. LARDY. I would say that it was unfortunate that various peo-
ple in the Clinton administration in effect oversold the deal in their
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attempt to secure the votes to pass the PNTR legislation. The de-
scription of the deal as a one-sided market opening, I think, is
quite misleading. There are going to be many sectors in the United
States that will face increased competition from Chinese goods. As
the Chinese open their market, they will have to adjust, certain
sectors will shrink, other will expand. The expanding sectors are
going to be looking to sell more in the international market. They
cannot import more without exporting more, at least, not for any
significant period of time.

So I think it was unrealistic to say that somehow you were going
to suspend economics and have a single country importing a lot
more without ever exporting a lot more. So I think in that respect,
the sale of the deal was somewhat unfortunate and created expec-
tations that I think are unrealistic.

Commissioner MULLOY. Thank you.

Co-Chairman ROBINSON. If you will indulge me, a final two-part
question. I think Dr. Lardy very usefully made reference to Level
1 ADRs that, as you know, are traded over-the-counter here that
are, along with Rule 144(a), Regulation S, are the vehicles that are
commonly used to circumvent standard SEC disclosure require-
ments. And I think Dr. Lardy appropriately expressed concern
about those lax disclosure requirements and the greater potential
that they might be abused by emerging market and other players
for any number of reasons.

If you could put a security-minded hat on for just a moment,
which is, as you know, a large part of the mandate of this Commis-
sion, would you agree with the observation that a national security
abuser, a proliferator of whatever sort, from China or elsewhere
could employ the vehicle of a Level 1 ADR, Rule 144(a), or Regula-
tion S to raise funds successfully from U.S. investors who would be
largely unaware of the true identity of that fundraiser?

Does it sound plausible to you that those vehicles could be
abused in a security context?

Dr. LARDY. Well, I'm not an expert on securities markets, but as
I recall, the rationale for offering these alternative forms was that
there are going to be a very small number of very sophisticated in-
vestors who don’t need to have all the information that would be
disclosed for a product that would be available to a much larger
market.

I, quite frankly, am skeptical. I think there ought to be a higher
standard of disclosure and that if they can’t meet the disclosure,
they should be limited to their domestic markets.

Co-Chairman ROBINSON. Bravo.

Commissioner LEWIS. That’s a nice way of saying barred from
American markets.

Co-Chairman ROBINSON. Any observations on that, Mr. Byrne?

Mr. BYRNE. My observation would be that, again, I think these
instruments have more limited access to the markets and that if
there are some future legal or political consequences of investors
purchasing into that, then perhaps the risks should be priced into
those deals.

Co-Chairman ROBINSON. And given the fact that, at least to my
knowledge, no institutional investor, fund manager, or investment
bank in the United States today is screening for security-related



689

concerns or, if you want to put it another way, including these con-
siderations in their due diligence risk assessments, would you con-
ceptually buy that it might be a useful thing for the U.S. Govern-
ment to pay more attention to these matters in the interest of
keeping the markets informed and for investor protection reasons?
Does that sound like a sensible, nondisruptive step that might be
appropriate?

Mr. HARNER. Well, disclosure requirements are really all about
investor protection, and the investor is making his decision based
on the perceived risk and the perceived reward, however, on the
basis of complete information.

Any information that is relevant would be desired by the inves-
tors. If there is such information, the investors would like to know
about it, no question about it. The question is how do they get their
information; who is going to provide it, and under what cir-
cumstances will this information see the light of day.

Mr. BYRNE. Right. I can say from some experience that these are
questions that do get asked of issuers. But again, how can you—
one, because of the consequences it has on investor rights and then
the value of the investment, but how can you get this information?
It’s difficult.

Co-Chairman ROBINSON. As you know, there is a good deal more
attention to these security-related matters post-September 11. Con-
gress was already alert to these concerns before September 11. The
Deutsch Commission, the Cox Committee reports—these kinds of
reports revealed a number of names of firms that have been linked
to proliferation, and that have been doing the wrong sorts of busi-
ness in terrorist-sponsoring state. Accordingly, I would only argue
that this type of data is increasingly available in the public do-
main. I am getting to the issue of whether you think it might be
useful for these types of security-related risk elements to increas-
ingly be incorporated into due diligence assessments in the mar-
kets.

Mr. HARNER. I think you’re saying they would be—they are. If
they are known, they certainly are

Co-Chairman ROBINSON. Because presumably, they could be ma-
terial.

Mr. BYRNE. In the PetroChina case, it had effects.

Co-Chairman ROBINSON. Yes.

Well, with that, I would once again thank you all on behalf of
all the commissioners present, and staff, and would like to close
this portion of the hearings.

We regrettably have to clear this room only because the Commis-
sion is going to hold a luncheon discussion here, but everyone is in-
vited back for the afternoon hearing reconvening at 1:30 in this
room, at which time the gavel will be taken by Commissioner
Wessel.

Many thanks again for the very thoughtful and valuable insights
that you provided this morning.

[Whereupon, at 12:17 p.m., the morning session was adjourned.]







(AFTERNOON SESSION, 1:45 P.M., THURSDAY, DECEMBER 6, 2001)

PANEL II: MARKET PARTICIPANTS AND UNDERWRITERS

Co-Chairman WESSEL. Good afternoon.

As we heard from this morning’s testimony, China has bur-
geoning capital requirements for its continued economic develop-
ment and growth and will likely need or want to look to foreign
sources of capital to fulfill them.

The role that the U.S. capital markets will play in this effort is
an important issue that is deserving of this Commission’s atten-
tion.

This morning, we heard from academics and financial analysts
about the scope of China’s capital requirements and its engagement
in the U.S. and other international capital markets. This afternoon,
we will take testimony from two panels offering different perspec-
tives on China’s U.S. capital market activities.

The first panel of the afternoon will provide the Commission with
Wall Street’s views and experiences with regard to Chinese firms
accessing the U.S. markets. We are pleased to have on this panel
Robert Hormats, who has had a distinguish career in government,
including a term as Deputy U.S. Trade Representative, before join-
ing Goldman Sachs, where he is now Vice Chairman.

We are also pleased to be joined by Marc Lackritz, President of
the Securities Industry Association, and Paul Wolansky, Managing
Director of the New China Management Corporation, an invest-
ment advisor focusing on direct investment in China.

The second panel of the afternoon features witnesses providing
the perspectives of large institutional investors, pension funds in
particular. These witnesses will discuss the significance of inter-
national investments to the portfolios of pension funds and the cri-
teria these funds use to make decisions regarding their inter-
national investments. This panel should help the Commission as-
sess whether U.S. investors are concerned about the national secu-
rity implications of their investments and if so, whether current
disclosure policies properly inform them about the nature of their
international investments generally and their investment in China
more specifically.

Joining us on this panel will be William Patterson, Director of
the AFL-CIO’s Office of Investment; Michael Flaherman, Chair of
the Investment Committee of the California Public Employees’ Re-
tirement System, the Nation’s largest public pension fund; and the
honorable Steven Nickol, a Member of the Pennsylvania House of
Representatives and a trustee of the Pennsylvania Public School
Employees’ Retirement System. James Dorn of the Cato Institute
will also give testimony on this panel, although he will focus on
China’s capital requirements and its activities in international cap-
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ital markets, providing an additional voice on the issues discussed
this morning.

As the Commission moves forward in its analysis of this impor-
tant issue, it will be necessary to hear from the U.S. Treasury De-
partment and the Securities and Exchange Commission, key agen-
cies responsible for regulating and monitoring the U.S. capital mar-
kets, as well as from the U.S. State Department.

We had hoped that representatives of these agencies could be
here today to brief the Commission. As Commissioner Robinson
noted this morning, the Commission did hear from Treasury Un-
dersecretary John Taylor on these matters in a closed meeting in
October. The Commission will certainly seek out another appro-
priate opportunity to query these agencies, particularly the SEC, as
their views are essential to our mandate.

I look forward to this afternoon’s discussion, and we’ll now turn
to our panel. I would also like to point out that Mr. Hormats has
circulated a study that was recently done, a task force report,
which I believe all the Commissioners now have.

We'll start with Mr. Wolansky, please, and go down the row. We
are under some time constraints, so please take approximately 10
minutes for your opening statements, and then we will go around
the dias for questions.

Thank you, and please proceed.

[The statement follows:]

PREPARED STATEMENT OF CO-CHAIRMAN MICHAEL R. WESSEL

As we heard from this morning’s testimony, China has burgeoning capital require-
ments for its continued economic development and growth and will likely need to
look to foreign sources of capital to fulfill them. The role that the U.S. capital mar-
kets will play in this effort is an important issue that is deserving of this Commis-
sion’s attention.

I would like to join Chairman D’Amato and Commissioner Robinson in thanking
Senator Thompson for his appearance here today. He has raised awareness in the
Congress about China’s involvement in the U.S. capital markets and I know he is
very supportive of our efforts to examine this issue.

This morning we heard from academics and financial analysts about the scope of
China’s capital requirements and its engagement in the U.S. and other international
capital markets. This afternoon we will take testimony from two panels offering dif-
ferent perspectives on China’s U.S. capital market activities. The first panel of the
afternoon will provide the Commission with Wall Street’s views and experiences
with regard to Chinese firms accessing the U.S. markets. We are pleased to have
on this panel Robert Hormats, who had a distinguished career in government, in-
cluding a term as Deputy U.S. Trade Representative, before joining Goldman Sachs
where is now Vice Chairman. We are pleased to be joined by Marc Lackritz, Presi-
dent of the Securities Industry Association, and Paul Wolansky, Managing Director
of New China Management Corp., an investment advisor focusing on direct invest-
ment in China.

The second panel of the afternoon features witnesses providing the perspectives
of large institutional investors, pension funds in particular. These witnesses will dis-
cuss the significance of international investments to the portfolios of pension funds
and the criteria these funds use to make decisions regarding their international in-
vestments. This panel should help the Commission assess whether U.S. investors
are concerned about the national security implications of their investments and, if
so, whether current disclosure policies properly inform them about the nature of
thfgirlilnternational investments generally, and their investment in China more spe-
cifically.

Joining us on this panel will be William Patterson, Director of the AFL-CIO’s Of-
fice of Investment, Michael Flaherman, Chair of the Investment Committee of the
California Public Employees Retirement System, the nation’s largest public pension
fund, and the Hon. Steven Nickol, a member of the Pennsylvania House of Rep-
resentatives and a trustee of the Pennsylvania Public School Employees’ Retirement
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System. James Dorn of the Cato Institute will also give testimony on this panel, al-
though he will focus on China’s capital requirements and its activities in inter-
national capital markets, providing an additional voice on the issues discussed this
morning.

As the Commission moves forward in its analysis of this impor